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Background 

The  Office  of  the  Comptroller  of  the  Currency  (OCC)  was 
established  in  1 863  as  a  bureau  of  the  Department  of  the 
Treasury  The  OCC  is  headed  by  the  Comptroller  who  is 
appointed  by  the  President,  with  the  advice  and  consent 
of  the  Senate,  for  a  5-year  term. 

The  OCC  regulates  national  banks  by  its  power  to: 

•  Approve  or  deny  applications  for  new  charters, 
branches,  capital  or  other  changes  in  corporate  or 
banking  structure; 

•  Examine  the  banks; 

•  Take  supervisory  actions  against  banks  which  do  not 
conform  to  laws  and  regulations  or  which  otherwise 
engage  in  unsound  banking  practices,  including 
removal  of  officers,  negotiation  of  agreements  to 
change  existing  banking  practices  and  issuance  of 
cease  and  desist  orders;  and 

•  Issue  rules  and  regulations  concerning  banking 
practices  and  governing  bank  lending  and  invest¬ 
ment  practices  and  corporate  structure 

The  OCC  divides  the  United  States  into  six  geographical 
districts,  with  each  headed  by  a  Deputy  Comptroller. 

The  Office  is  funded  through  assessments  on  the  assets 
of  national  banks 


The  Comptroller 

Robert  Logan  Clarke  became  the  26th  Comptroller  of  the 
Currency  on  December  10,  1985. 

By  statute,  the  Comptroller  serves  a  concurrent  term  as  a 
Director  of  the  Federal  Deposit  Insurance  Corporation 
and  as  a  member  of  the  Federal  Financial  Institutions 
Examination  Council. 

An  attorney,  Mr  Clarke  was  formerly  with  the  law  firm  of 
Bracewell  &  Patterson  in  Houston,  Texas.  He  joined  the 
firm  in  1968  and  founded  its  Banking  Section  in  1972. 

Mr.  Clarke  received  a  B  A.  degree  from  Rice  University  in 
1963  and  an  LL.B  degree  from  Harvard  University  Law 
School  in  1966.  He  served  as  a  Captain  in  the  United 
States  Army  from  1966  to  1968. 
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Operations  of  National  Banks 


National  Banks  Reported  Higher  Profits  In  1988 

Last  year  was  a  good  year  for  most  national  banks. 
Reported  aggregate  profits  totalled  a  record  $14  bil¬ 
lion,  compared  to  only  $338  million  a  year  earlier. 
Although  the  majority  of  national  banks  reported  higher 
profits,  the  size  of  the  aggregate  increase  was  in¬ 
fluenced  by  special  factors  —  the  resumption  of  Brazil¬ 
ian  interest  payments  in  November,  the  absence  of 
further  large  provisions  against  foreign  debt,  and  the 
exclusion  from  profits  data  of  losses  in  excess  of  $2 
billion  at  the  83  national  banks  that  failed  during  the 
year. 

Large  Banks  Led  Profit  Surge 

The  most  significant  earnings  increases  were  con¬ 
centrated  in  the  29  largest  national  banks,  those  with 
assets  over  $10  billion.  In  1987,  those  29  banks  lost 
$4  8  billion.  Last  year,  they  reported  profits  of  $7.5 
billion,  an  increase  of  $12.3  billion.  The  turnaround  at 
those  large  banks  resulted  principally  from  two  special 
factors,  resumption  of  interest  payments  by  Brazil  and 
reduced  provisions  for  loan  losses. 

Brazil  made  $3  billion  in  interest  payments  in  Novem¬ 
ber.  Those  payments  represented  past-due  interest 
that  was  previously  owed  to  U.S.  banks,  both  state  and 
national.  Since  February  1987,  when  Brazil  declared  a 
debt  moratorium,  the  interruption  of  Brazilian  interest 
payments  had  directly  reduced  bank  interest  income. 
The  debt  moratorium  had  also  spurred  large  banks  to 
establish  additional  loan  loss  reserves  against  their 
foreign  debt,  a  move  which  further  reduced  their  re¬ 
ported  net  income.  The  resumption  of  Brazilian  interest 
payments  in  November  allowed  the  affected  banks  to 
record  nearly  2  years  of  past-due  interest,  which  en¬ 
hanced  their  reported  earnings. 

Reported  earnings  were  also  increased  by  a  reduction 
in  loan  loss  provisions  at  large  banks.  In  1987,  multi¬ 
national  and  large  regional  banks  established  large 
loss  reserves  against  their  LDC  loans.  For  the  most 
part,  no  significant  additional  provisions  against  those 
loans  were  made  in  1988.  As  a  result,  loan  loss  pro¬ 
visions  at  the  largest  national  banks,  which  directly 
reduce  their  reported  net  income,  dropped  precipi¬ 
tously,  from  $15.9  billion  in  1987  to  $3.6  billion  in  1988 

Smaller  banks  enjoyed  a  more  modest  increase  in  net 
income  in  1988.  With  little  or  no  foreign  exposure,  their 
income  did  not  fall  as  far  in  1987  or  increase  as  dra¬ 
matically  in  1 988.  The  4,290  national  banks  with  assets 


of  less  than  $10  billion  earned  $6.5  billion  in  1988,  up 
from  $5  billion  a  year  earlier. 

LARGE  BANKS  LED  THE  UPSURGE 
IN  EARNINGS 
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Profitability  Improved  At  National  Banks 

Return  on  assets  (ROA),  a  measure  of  profitability, 
increased  for  the  second  consecutive  year.  The  me¬ 
dian  ROA  in  1988  was  0.91  percent,  13  basis  points 
higher  than  a  year  earlier,  reaching  its  highest  level 
since  1984. 

The  improvement  in  ROA  occurred  across  all  bank  size 
classes  with  the  biggest  improvement  registered  by 
the  largest  banks.  Their  median  ROA  jumped  from  .03 
percent  in  1987  to  .96  percent  in  1988  This  increase  is 
not  surprising  considering  the  special  loss  provisions 
that  depressed  their  reported  profits  in  1987,  but  not  in 
1 988.  Median  ROA  rose  from  .78  percent  to  92  percent 
at  banks  with  less  than  $1  billion  in  assets  and  from  86 
percent  to  1.03  percent  at  banks  with  between  $1 
billion  and  $10  billion  in  assets. 

RETURN  ON  ASSETS  INCREASED 
FOR  THE  SECOND  CONSECUTIVE  YEAR 


Median  Return  on  Assets 
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Source  Call  Reports 
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Higher  profitability  was  not  shared  equally  across  the 
country  National  banks  in  the  Southwestern  District 
continued  to  be  saddled  with  profitability  problems, 
and  even  through  their  median  ROA  improved  1 7  basis 
points  from  a  year  earlier,  to  0  44  percent,  it  was  still 
less  than  half  the  national  median  Southwestern  banks 
continue  to  suffer  from  poor  credit  quality,  which  has 
resulted  in  high  rates  of  nonperforming  loans  and  has 
necessitated  relatively  large  loan  loss  provisions. 

National  banks  in  the  Northeastern  District  reported  the 
highest  median  ROA,  1.08  percent.  Their  earnings 
were  augmented  by  high  rates  of  interest  income  and 
strong  credit  quality.  Northeastern  banks  enjoyed  the 
second  highest  median  ratio  of  net  income  to  assets  in 
the  country  and  the  lowest  median  ratio  of  loss  pro¬ 
vision  to  assets. 


LOAN  LOSSES  FELL  FOR  THE  SECOND 
YEAR  IN  A  ROW 

percent  Median  Loan  Losses  to  Loans 


Source  Call  Reports 


REGIONAL  DIFFERENCES  IN  ROA 
WERE  PRONOUNCED 


Median  Return  on  Assets 


Two  other  credit  quality  indicators,  nonperforming  as¬ 
sets  to  total  assets  and  net  loan  losses  to  loans,  also 
showed  marked  improvement  between  1987  and 
1 988.  The  median  ratio  of  net  loan  losses  to  loans  fell  1 6 
basis  points  to  0.41  percent.  The  median  ratio  of  non¬ 
performing  assets  to  total  assets  was  1.1  percent,  139 
basis  points  less  than  a  year  earlier. 


Problem  Loans  Plagued  Southwestern  Banks 

Unlike  banks  in  the  rest  of  the  country,  Southwestern 
banks  continued  to  be  burdened  with  credit  quality 
problems.  For  3  consecutive  years,  Southwestern 
banks  have  registered  the  highest  median  ratio  of 
nonperforming  assets  to  assets  and  net  loan  losses  to 
loans.  Their  ratio  of  nonperforming  assets  to  assets  was 
166  basis  points  greater  than  the  national  median  and 
their  ratio  of  net  loan  losses  to  loans  was  almost  three 
times  the  national  median. 


National  Banks  Enjoyed  Stronger  Credit  Quality 

Numerous  indicators  point  to  credit  quality  improve¬ 
ment  at  national  banks.  The  median  ratio  of  loss  pro¬ 
vision  to  assets  fell  8  basis  points  between  1987  and 
1988,  and  has  dropped  21  basis  points  since  1986.  In 
fact,  the  median  loss  provision  was  0.29  percent  of 
assets  in  1 988,  the  lowest  in  the  last  5  years.  Banks  in  all 
size  categories  reported  a  drop  in  the  median  ratio  of 
loss  provision  to  assets  Among  the  largest  banks,  the 
improvement  reflects  the  absence  of  any  further  sig¬ 
nificant  provisions  against  foreign  debt  in  1988  At 
smaller  banks,  the  drop  reflects  a  general  improvement 
in  credit  quality,  which  has  been  evident  the  last  2 
years 


REGIONAL  DISPARITIES  IN  LOAN  LOSSES 
WERE  SUBSTANTIAL 


Median  Loan  Losses  to  Loans 


Source  Call  Report* 
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Southwestern  banks  have  been  especially  hurt  by 
problem  real  estate  loans.  Earlier  in  the  decade,  many 
banks  in  the  Southwest  expanded  their  real  estate 
lending,  particularly  for  construction  and  land  de¬ 
velopment.  Many  of  those  loans  went  bad  as  real  estate 
markets  in  the  Southwest  deteriorated.  By  the  end  of 
1 988,  real  estate  loans  represented  39.3  percent  of  the 
total  loan  portfolio  of  national  banks  in  the  Southwest, 
but  nonperforming  real  estate  assets  amounted  to  74.4 
percent  of  their  total  nonperforming  assets. 

SOUTHWESTERN  BANKS  WERE  SADDLED 
WITH  NONPERFORMING  REAL  ESTATE 


Nonperformmg  RE  to  Total  Nonperforming 

Percent 
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Source  Call  Reports 

The  large  volume  of  nonperforming  assets  has  lowered 
earnings  among  Southwestern  banks  because  non¬ 
performing  assets  do  not  generate  interest  income. 
Southwestern  banks  had  the  lowest  median  net  interest 
margin  and  the  lowest  median  ROA  of  all  national 
banks.  This,  combined  with  loan  losses,  led  to  lower 
retained  earnings  and  lower  capital. 

In  1988,  the  median  primary  capital  ratio  was  8.16 
percent  at  the  Southwestern  banks,  63  basis  points 
below  its  level  in  1984  and  34  basis  points  below  the 
national  median. 

National  Banks  Continued  To  Augment  Capital 

In  the  aggregate,  capital  positions  have  generally 
strengthened  at  national  banks  as  credit  quality  has 
improved  Aggregate  primary  capital  rose  to  $142 
billion  in  1988,  from  $102  billion  in  1984.  The  largest 
national  banks  added  $6  billion  in  equity  capital  last 
year.  Their  primary  capital  increased  by  only  $4  billion, 
however;  their  loss  reserves  dropped  by  more  than  $2 
billion. 

Smaller  national  banks  added  $1  billion  to  their  primary 
capital  Primary  capital  fell  at  banks  with  less  than  $1 
billion  in  assets  (by  an  aggregate  $1  billion)  and  rose  at 
banks  with  between  $1  billion  and  $10  billion  in  assets 
(by  an  aggregate  $2  billion). 


Some  banks,  especially  the  largest  ones,  have  also 
raised  their  capital-to-assets  ratios  by  limiting  balance 
sheet  growth.  For  the  five  largest  national  banks,  total 
assets  have  decreased  by  2.5  percent  since  1986, 
compared  to  an  average  growth  rate  of  5  9  percent 
over  the  preceding  2  vears. 

PRIMARY  CAPITAL  INCREASED 


84  85  86  87  88 


Source  Call ‘Reports 

Rising  loan  sales  have  helped  slow  aggregate  asset 
growth,  while  permitting  many  banks,  especially  large 
banks,  to  realize  substantial  fee  income  from  booking 
loans  that  are  then  sold.  Some  loans  are  sold  outright; 
others  are  pooled  to  collateralize  securities  and  then 
sold.  At  the  five  largest  national  banks,  asset  sales 
totaled  $519  billion  in  1988,  16  times  higher  than  in 
1984. 

LOAN  SALES  SURGED  AT  THE 
FIVE  LARGEST  NATIONAL  BANKS 

Aggregate  Loan  Sales 

SBilhons 


Source  Call  Reports 

The  Number  Of  Bank  Failures  Rose 

In  1988,  83  national  banks  failed,  the  highest  level  of 
national  bank  failures  since  the  Great  Depression,  and 
the  fifth  consecutive  year  in  which  failures  have  in¬ 
creased  Failures  were  concentrated  in  the  Southwest, 
where  78  national  banks  failed.  Texas  alone  accounted 
for  70. 
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The  failures  in  Texas  included  31  national  banks  affili¬ 
ated  with  First  RepublicBank,  which  was  closed  in  the 
third  quarter  Those  banks  had  lost  about  $2  billion 
prior  to  being  closed,  losses  that  were  not  included  in 
the  end-of-year  statistics. 

Conclusion:  Outlook  Improved,  Concerns  Remain 

National  banks  reported  record  profits  of  $14  billion  in 
1988,  which  was  more  than  $13  billion  above  their 
depressed  levels  in  1 987  The  surge  in  earnings  should 
be  kept  in  perspective:  however,  data  from  failed 
banks  were  not  included  in  aggregate  year-end  statis¬ 
tics  Therefore,  although  First  RepublicBank  of  Dallas, 
the  largest  national  bank  to  fail  in  1988,  lost  approxi¬ 
mately  $2  billion  before  it  was  closed,  those  losses 
were  not  part  of  the  aggregate  year-end  statistics. 
Reported  earnings  also  benefited  last  year  from  the 
resumption  of  interest  payments  by  Brazil  and  the 
absence  of  further,  significant  loss  provisions  by  large 
banks. 

Looking  ahead,  foreign  debt  remains  a  concern,  par¬ 
ticularly  for  large  bank  performance.  Large  banks, 
which  were  responsible  for  most  of  the  increase  in 
banking  income  last  year,  still  hold  substantial  credits 
to  developing  countries.  Some  of  those  countries  could 


face  problems  in  the  future  meeting  scheduled  pay¬ 
ments.  Argentina,  for  example,  is  now  about  $2  billion 
in  arrears  on  interest  payments  on  its  foreign  debt  since 
the  third  quarter  of  1988  Venezuela,  hurt  by  the  lower 
oil  prices,  has  proposed  suspending  principal  pay¬ 
ments  on  most  of  its  foreign  bank  debt  Some  of  the 
regional  banks  with  smaller  exposure  rid  themselves  of 
all  or  most  of  their  foreign  debt  in  1 988,  but  many  of  the 
large  multinational  banks  with  heavy  exposure  will  con¬ 
tinue  to  face  uncertainty  on  their  LDC  loans. 

Real  estate  lending  is  another  concern.  The  real  estate 
problems  in  the  Southwest  have  been  widely  docu¬ 
mented,  but  there  are  signs  of  serious  overbuilding  in 
other  commercial  real  estate  markets  as  well.  Vacancy 
rates  in  some  Northeastern  and  Southeastern  markets 
have  risen  in  the  past  year,  following  a  flurry  of  con¬ 
struction  earlier  in  the  decade.  Some  Western  cities  are 
also  experiencing  weakness,  although  the  problems 
are  not  likely  to  approach  the  magnitude  of  the  Texas 
real  estate  debacle. 


Rose  W.  Flo 
Financial  Analyst 

Industry  and  Financial  Analysis  Division 
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Summary  statistics  for  national  banks 
(Data  through  fourth  quarter  1988) 


12/31  84 

12/31  85 

12/31/86 

12/3V87 

12  31  88 

12/31  88 

Over  $10B 

$1B  $10B 

$0$1B 

New  Banks 

Banking  Aggregates 

Number  of  Banks 

4,881 

4,932 

4,846 

4,597 

4,319 

29 

184 

3,894 

212 

Total  Assets  ($  Billion) 

1,497 

1,630 

1,740 

1,770 

1.831 

798 

604 

394 

35 

Net  Income  ($  Million) 

8.306 

9,857 

9,522 

251 

14.012 

7,501 

4.082 

2.388 

42 

Standbys  &  Commitments  ($  Billion) 

434 

483 

494 

520 

552 

373 

142 

28 

9 

Percent  of  Banks  with  Losses 

16  33 

19  71 

23  69 

21  71 

16  86 

3  45 

8  70 

15  49 

50  94 

Number  of  Failed  National  Banks 

17 

30 

48 

61 

83 

1 

3 

64 

0 

Number  of  Problem  National  Banks2 

198 

266 

350 

316 

329 

Performance  Measures  (Medians) 

Profitability  (%) 

Return  on  Equity 

11  57 

11  14 

9  53 

9  57 

10  95 

18  63 

16  06 

1 1  02 

-0  64 

Return  on  Assets 

0  92 

0  88 

0.77 

0  78 

091 

0  96 

1  03 

0  92 

-0  10 

Yield  on  Assets . 

10  70 

10  11 

9  09 

8  49 

8  77 

8  40 

861 

8  78 

8  60 

Cost  of  Funding  Assets 

6  64 

5  93 

5  17 

4  63 

4  85 

5  30 

4  94 

4  85 

4  26 

Net  Interest  Income  to  Assets 

4  01 

4  13 

3  90 

3  86 

3  95 

3  20 

3  72 

3  96 

3  91 

Loss  Provision  to  Assets 

0  33 

0  45 

0  50 

0  37 

0  29 

0  38 

0  42 

0  27 

0  41 

Noninterest  Income  to  Assets 

0  65 

0  67 

0  68 

0  69 

0  69 

1  37 

1  30 

0  67 

0  54 

Noninterest  Expense  to  Assets 

3  19 

331 

3  30 

3  25 

3  29 

3  15 

3  40 

3  23 

4  66 

Net  Operating  Income  to  Assets 

0  92 

081 

0  61 

0  71 

0  87 

0  89 

1  02 

0  89 

-0  22 

Asset  Quality  (%) 

Nonperforming  Assets  to  Assets3 

1  00 

1.21 

1.34 

1  24 

1  10 

2  25 

1  03 

1  15 

0  05 

Loss  Reserve  to  Loans 

1  03 

1  16 

1  32 

1  42 

1  42 

2  26 

1  37 

1  44 

1  00 

Net  Loss  to  Loans  . 

0  37 

0  56 

0  73 

0  56 

0  41 

0  79 

0  56 

0  41 

0  07 

Funding  &  Liquidity  (%) 

Net  Loans  &  Leases  to  Assets 

53  98 

54  22 

52  75 

53  84 

53  98 

63  23 

65  16 

53  07 

54  23 

Wholesale  Funds  to  Deposits 

1041 

10  87 

9  98 

10  33 

11  04 

32  76 

15  40 

10  29 

20  98 

Capital  (%) 

Total  Capital  to  Assets 

8  62 

8  61 

8  42 

8  62 

8  61 

7  47 

7  42 

8  63 

12  62 

Primary  Capital  to  Assets 

8  47 

8  49 

8  31 

8  50 

8  50 

7  08 

7  20 

8  53 

12  55 

Equity  Capital  to  Assets 

7  85 

7  80 

7  57 

7  71 

7  73 

5  44 

6  19 

7  77 

11  78 

Growth  Rates  (%) 

Assets 

8  43 

7  59 

7  16 

3  31 

6  05 

4  41 

8  53 

5  64 

37  05 

Equity  Capital 

8  10 

7  70 

5  95 

5  38 

6  26 

15  34 

9  75 

6  24 

1  73 

Net  Loans  &  Leases 

15  09 

7  62 

4  99 

5  87 

8  03 

6  76 

10  92 

7  40 

40  92 

'New  banks  are  banks  that  have  been  in  operation  less  than  3  years 
2Problem  banks  have  composite  CAMEL  ratings  of  4  or  5 

3Nonperforming  assets  are  loans  past-due  90  days  or  more,  loans  in  nonaccrual  status,  and  OREO 
Industry  &  Financial  Analysis 
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Summary  statistics  for  national  banks  by  district 

(Data  through  fourth  quarter  1988) 


Northeastern 

Southeastern 

Central 

Midwestern 

Southwestern 

Western 

US 

Banking  Aggregates 

Number  of  Banks 

483 

535 

876 

688 

1.179 

558 

4,319 

Total  Assets  ($  Billion) 

648 

272 

302 

117 

180 

313 

1,831 

Net  Income  ($  Million) 

6,103 

2,634 

3,143 

998 

-1,723 

2,858 

14.012 

Standbys  &  Commitments  ($  Billion) 

230 

50 

86 

20 

32 

134 

552 

Percent  of  Banks  with  Losses 

621 

14  95 

3  65 

683 

34  61 

23  48 

16  86 

Number  of  Failed  National  Banks 

0 

0 

0 

1 

78 

4 

83 

Number  of  Problem  National  Banks' 

5 

9 

13 

29 

234 

39 

329 

Performance  Measures  (Medians) 

Profitability  (%) 

Return  on  Equity 

14  09 

12  50 

12  43 

1 1  74 

631 

8  46 

10  95 

Return  on  Assets 

1  08 

1  03 

1  04 

098 

0  44 

0  72 

0  91 

Yield  on  Assets 

9  08 

8  94 

8  68 

8  68 

8  66 

8  90 

8  77 

Cost  of  Funding  Assets 

4  99 

4  89 

4  92 

4  84 

4  96 

4  35 

4  85 

Net  Interest  Income  to  Assets 

4  22 

4  05 

3  79 

3  84 

3  74 

4  59 

3  95 

Loss  Provision  to  Assets 

0  19 

0  25 

0  19 

0  19 

0  62 

0  39 

0  29 

Noninterest  Income  to  Assets 

0  52 

0  71 

0  54 

0  59 

081 

1  02 

0  69 

Noninterest  Expense  to  Assets 

3  10 

3  39 

2  84 

2  92 

3  55 

4.52 

3  29 

Net  Operating  Income  to  Assets 

1  08 

0  99 

1  01 

0  97 

0  39 

0  67 

0  87 

Asset  Quality  (%) 

Nonperforming  Assets  to  Assets2 

0  70 

0  62 

0  75 

0  94 

2  76 

1  62 

1  10 

Loss  Reserve  to  Loans 

1  00 

1  13 

1  24 

1  65 

2  04 

1  68 

1  42 

Net  Loss  to  Loans 

0  15 

027 

0  25 

031 

1  15 

0  64 

0  41 

Funding  &  Liquidity  (%) 

Net  Loans  &  Leases  to  Assets 

64  87 

58  29 

55  28 

49  49 

49  69 

54  37 

53  98 

Wholesale  Funds  to  Deposits 

9  15 

12  96 

7  73 

6  68 

1826 

11,21 

11  04 

Capital  (%) 

Total  Capital  to  Assets 

8  48 

8  99 

8  57 

901 

8  29 

8  50 

8  61 

Primary  Capital  to  Assets 

8  36 

8  89 

8  50 

8  88 

8  16 

8  36 

8  50 

Equity  Capital  to  Assets 

7  63 

8  25 

7  83 

8  08 

7  21 

7  40 

7.73 

Growth  Rates  (%) 

Assets . 

10  16 

8  30 

5  92 

2  96 

4  43 

8  20 

6  05 

Equity  Capital  . 

10  44 

8  59 

6  78 

6  33 

1  62 

6  27 

6  26 

Net  Loans  &  Leases 

14  92 

12  19 

1001 

9  32 

-0  40 

4  80 

8  03 

’Problem  banks  have  composite  CAMEL  ratings  of  4  or  5 

‘Nonperforming  assets  are  loans  past-due  90  days  or  more,  loans  in  nonaccrual  status,  and  OREO 
Industry  &  Financial  Analysis 
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Summary  statistics  for  insured  commercial  banks 
(Data  through  fourth  quarter  1988) 


12/31/84 

12/31/85 

12/31/86 

12/31/87 

12/31/88 

12/31/88 

Over  $  1 0B 

$1B-$10B 

$0  $1B 

New  Banks ' 

Banking  Aggregates 

Number  ot  Banks . 

14,363 

14,238 

14,006 

13.492 

12.888 

37 

309 

1 1 .902 

640 

Total  Assets  ($  Billion) 

2.492 

2,707 

2,907 

2.955 

3,045 

1,109 

957 

928 

51 

Net  Income  ($  Million) 

15,386 

17,805 

17,182 

3.146 

25,019 

11,091 

7.309 

6.584 

34 

Standbys  &  Commitments  ($  Billion) 

641 

717 

740 

782 

821 

524 

225 

62 

10 

Percent  of  Banks  with  Losses 

14  00 

17  04 

20  59 

18  23 

13  66 

2  70 

7  12 

11  90 

50  31 

Number  of  Failed  Commercial  Banks 

78 

118 

136 

182 

198 

1 

3 

189 

5 

Performance  Measures  (Medians) 

Profitability  (%) 

Return  on  Equity . 

11  63 

11  28 

9  88 

9  79 

10.75 

19  99 

15  89 

10  93 

-0  03 

Return  on  Assets . 

0  96 

0  93 

0  82 

0  83 

0  92 

0  97 

1  03 

0  94 

-0  03 

Yield  on  Assets  . 

10  86 

10  27 

9.23 

8  58 

8  81 

8  30 

8  67 

8  82 

8  59 

Cost  of  Funding  Assets 

677 

6  05 

5  25 

4  67 

4  87 

5  33 

4  99 

4  87 

4  49 

Net  Interest  Income  to  Assets 

4  09 

4  20 

3  97 

3  92 

3  95 

3  19 

3  73 

3  96 

3  67 

Loss  Provision  to  Assets 

0  33 

0  47 

0  49 

0  35 

0  26 

037 

0  35 

025 

0  39 

Noninterest  Income  to  Assets 

0  63 

0  63 

0  63 

0  63 

0  63 

1  55 

1  22 

0  63 

0  42 

Noninterest  Expense  to  Assets 

3  14 

3.20 

320 

3  16 

3  17 

3  11 

3  36 

3  14 

4  03 

Net  Operating  Income  to  Assets 

0  96 

0  86 

0  67 

0  77 

0  89 

0  89 

1  02 

091 

-0  07 

Asset  Quality  (%) 

Nonperforming  Assets  to  Assets2 

1  13 

1  31 

1.35 

1  18 

1  04 

231 

0  97 

1  09 

0  05 

Loss  Reserve  to  Loans 

1  00 

1.13 

1  26 

1.34 

1.35 

2.94 

1.30 

1  38 

0  98 

Net  Loss  to  Loans 

0  42 

0  65 

0  77 

0  52 

0  36 

0  79 

0  43 

0  37 

0  02 

Funding  &  Liquidity  (%) 

Net  Loans  &  Leases  to  Assets 

53  49 

52  95 

51  36 

52  40 

53  05 

63  23 

65  79 

52  53 

55  15 

Wholesale  Funds  to  Deposits 

9  08 

9  38 

8  62 

9  12 

9  76 

35.59 

15  35 

9  24 

21  02 

Capital  (%) 

Total  Capital  to  Assets 

8.76 

881 

8  65 

8  84 

891 

7  97 

7  42 

8  90 

12  92 

Primary  Capital  to  Assets . 

8  63 

8  69 

8  54 

8  72 

8  81 

7  40 

7  17 

8  79 

12  71 

Equity  Capital  to  Assets 

8  05 

8  04 

7  84 

7.97 

8  04 

5  42 

6  19 

8  04 

1 1  87 

Growth  Rates  (%) 

Assets 

8  04 

6  91 

6  78 

3  37 

5  42 

4  52 

9  63 

5  09 

43  67 

Equity  Capital . 

8  22 

7  96 

6.24 

5  97 

6  60 

16  49 

10  44 

6  59 

2  43 

Net  Loans  &  Leases  .  . 

13  01 

5  69 

3  93 

581 

8  25 

6  17 

11  65 

7  79 

55  73 

'New  banks  are  banks  that  have  been  in  operation  less  than  3  years 

2Nonperforming  assets  are  loans  past-due  90  days  or  more,  loans  in  nonaccrual  status,  and  OREO 
Industry  &  Financial  Analysis 
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Summary  statistics  for  insured  commercial  banks  by  district 

(Data  through  fourth  quarter  1988) 


Northeastern 

Southeastern 

Central 

Midwestern 

Southwestern 

Western 

us 

Banking  Aggregates 

Number  of  Banks 

1  035 

1  926 

2  907 

3  090 

2  549 

1,381 

12  888 

Total  Assets  ($  Billion) 

1  176 

437 

502 

209 

257 

463 

3  045 

Net  Income  ($  Million) 

1 1  694 

4  186 

5,174 

1.864 

-1  654 

3  755 

25  019 

Standbys  &  Commitments  ($  Billion) 

408 

70 

112 

24 

35 

172 

821 

Percent  of  Banks  with  Losses 

947 

13  40 

4  16 

7  90 

29  89 

20  13 

13  66 

Number  of  Failed  Commercial  Banks 

2 

3 

4 

24 

147 

18 

198 

Performance  Measures  (Medians) 

Profitability  (%) 

Return  on  Equity 

13  22 

11  39 

11  89 

10  85 

6  90 

9  46 

10  75 

Return  on  Assets 

1  04 

1  00 

1  02 

0  96 

0  56 

0  78 

0  92 

Yield  on  Assets 

9  11 

9  09 

8  72 

8  69 

8  70 

9  03 

881 

Cost  of  Funding  Assets 

5  03 

4  97 

4  93 

4  85 

4  94 

4  35 

4  87 

Net  Interest  Income  to  Assets 

4  14 

4  10 

3  81 

3  86 

3  83 

4  71 

3  95 

Loss  Provision  to  Assets 

021 

0  28 

0  19 

0  19 

0  56 

0  38 

0  26 

Noninterest  Income  to  Assets 

0  50 

0  73 

0  50 

0  54 

0  79 

1  00 

0  63 

Noninterest  Expense  to  Assets 

3  10 

3  37 

2  83 

2  86 

3  46 

4  52 

3  17 

Net  Operating  Income  to  Assets 

1  02 

0  96 

1  00 

0  95 

0  52 

0  73 

0  89 

Asset  Quality  (%) 

Nonperforming  Assets  to  Assets’ 

0  65 

0  69 

0  75 

0  98 

2  61 

1  74 

1  04 

Loss  Reserve  to  Loans 

0  99 

1  09 

1  19 

1  68 

1  91 

1  42 

1  35 

Net  Loss  to  Loans 

0  12 

0  29 

0  22 

0  30 

1  14 

0  58 

0  36 

Funding  &  Liquidity  (%) 

Net  Loans  &  Leases  to  Assets 

65  93 

57  53 

54  03 

47  59 

49  09 

57  09 

53  05 

Wholesale  Funds  to  Deposits 

10  13 

13  02 

7  25 

5  87 

16  59 

11  29 

9  76 

Capital  (%) 

Total  Capital  to  Assets 

8  73 

9  28 

8  77 

9  29 

8  49 

8  54 

8  91 

Primary  Capital  to  Assets 

8  60 

9  19 

8  68 

9  19 

8  36 

8  43 

881 

Equity  Capital  to  Assets 

7  85 

8  58 

8  03 

8  35 

7  45 

7  64 

8  04 

Growth  Rates  (%) 

Assets 

10  47 

8  65 

5  65 

2  76 

3  37 

7  98 

5  42 

Equity  Capital 

10  29 

821 

6  99 

6  40 

2  29 

7  47 

6  60 

Net  Loans  &  Leases 

14  90 

12  48 

10  00 

8  05 

-0  58 

5  62 

8  25 

’Nonperforming  assets  are  loans  past-due  90  days  or  more,  loans  in  nonaccrual  status,  and  OREO 
Industry  &  Financial  Analysis 
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Risk-Based  Capital 


On  January  27,  1989,  the  OCC  published  its  final 
risk-based  capital  guidelines.  The  effective  date  for  the 
guidelines  is  December  31,  1990.  Until  that  date,  the 
requirements  for  primary  and  total  capital  contained  in 
the  existing  regulation  (12  C.F.R.  3)  will  be  in  effect. 

The  risk-based  capital  guidelines  are  a  significant  step 
in  the  measurement  of  capital  adequacy.  First,  the 
guidelines  strengthen  the  quality  of  capital  by  increas¬ 
ing  the  emphasis  on  common  equity  and  by  restricting 
the  amount  of  loan  loss  reserves  that  can  be  counted  as 
capital.  Second,  the  guidelines  recognize  the  relative 
degree  of  credit  risk  associated  with  various  assets  by 
setting  different  capital  requirements  for  some  assets 
that  are  clearly  less  risky  than  others.  Third,  banks  are 
required  to  hold  capital  against  their  off-balance  sheet 
activities  in  a  systematic  manner.  Fourth,  the  guidelines 
will  aid  in  making  the  definition  of  capital  and  the 
minimum  standards  uniform  internationally. 

The  guidelines  are  the  result  of  several  years  of  effort. 
The  OCC,  the  Federal  Reserve,  and  the  FDIC  worked  to 
develop  the  guidelines  as  members  of  the  Committee 
on  Banking  Regulations  and  Supervisory  Practices, 
also  known  as  the  Cooke  Committee.  The  international 
agreement  was  formally  approved  in  July  1 988  and  has 
been  adopted  by  25  countries  (Australia,  Austria,  Bel¬ 
gium,  Canada,  Denmark,  Finland,  France,  Germany, 
Greece,  Iceland,  Ireland,  Italy,  Japan,  Luxembourg, 
the  Netherlands,  New  Zealand,  Norway,  Portugal, 
Saudi  Arabia,  Spain,  Sweden,  Switzerland,  Turkey, 
United  Kingdom,  and  United  States). 

Risk-Weighted  Assets  Replace  Total  Assets 

The  risk-based  capital  ratio  looks  at  capital  relative  to 
risk-weighted  assets,  rather  than  total  assets.  Risk- 
weighted  assets  include  balance  sheet  assets  and 
off-balance  sheet  items  in  proportion  to  their  relative 
credit  risk. 

Balance  sheet  assets  are  assigned  to  one  of  four  risk 
categories  —  0  percent,  20  percent,  50  percent,  and 
100  percent  —  based  on  their  riskiness.  The  per¬ 
centage  is  applied  to  the  sum  of  the  assets  in  each 
category.  U.S.  government  securities,  for  example,  are 
in  the  0  percent  risk  category  and  therefore  are  not 
included  in  the  risk-weighted  assets  total.  At  the  op¬ 
posite  end  of  the  spectrum,  the  typical  commercial  or 
installment  loan  (other  than  a  residential  mortgage 
loan)  is  in  the  1 00  percent  risk  category,  requiring  a  full 
measure  of  capital. 


Off-balance  sheet  items  are  captured  in  two  steps 
First,  a  credit  equivalent  is  calculated  for  the  off- 
balance  sheet  instrument.  This  first  step  produces  a 
figure  that  can  be  compared  to  the  face  value  of  bal¬ 
ance  sheet  assets.  The  second  step  assigns  the  credit 
equivalent  to  one  of  the  four  risk  categories  to  come  up 
with  a  risk-weighted  value,  like  balance  sheet  assets 
Risk-weighted  assets  equal  the  risk-weighted  total  of 
balance  sheet  assets  and  credit  equivalents 

The  Definition  of  Capital  Has  Changed 

The  risk-based  capital  guidelines  have  changed  the 
definition  of  capital.  Instead  of  primary  and  secondary 
capital,  we  now  have  Tier  1  and  Tier  2  capital  Tier  1 
includes  the  purest  and  most  stable  forms  of  capital  - 
common  stockholders'  equity,  noncumulative  per¬ 
petual  preferred  equity,  and  minority  interests  in  the 
equity  accounts  of  consolidated  subsidiaries.  Tier  2 
capital  includes  all  cumulative  preferred  stock,  the 
allowance  for  loan  and  lease  losses  (ALLL),  hybrid 
capital  instruments,  term  debt,  and  limited-life  pre¬ 
ferred  stock. 

Under  the  guidelines,  Tier  2  capital  in  excess  of  100 
percent  of  Tier  1  capital  may  not  be  applied  to  meet  the 
regulatory  minimums.  This  fundamental  feature  em¬ 
phasizes  Tier  1  capital.  There  are  other  limits  applied  to 
certain  Tier  2  elements,  for  example,  the  ALLL  can  be 
used  as  capital  only  up  to  1.25  percent  of  total  risk- 
weighted  assets.  This  limitation  ensures  that  most  of  a 
bank's  reserves  that  are  already  earmarked  to  cover 
likely  losses  are  excluded  from  capital.  Further,  to 
guard  against  over-reliance  on  nonperpetual  capital, 
the  sum  of  term  debt  and  intermediate-term  preferred 
stock  may  be  included  only  up  to  a  total  of  50  percent  of 
Tier  1  capital. 

Goodwill  is  generally  deducted  from  Tier  1  capital  This 
is  consistent  with  the  OCC’s  long-standing  policy  of 
excluding  goodwill  from  the  capital  adequacy  deter¬ 
mination.  Other  identifiable  intangible  assets  (such  as 
mortgage  servicing  rights)  may  remain  as  capital,  sub¬ 
ject  to  certain  criteria  outlined  in  the  guidelines 

The  Minimum  Capital  Requirement 

A  2-year  transition  period  begins  December  31,1 990 
After  December  31,  1992,  the  OCC  will  require  each 
national  bank  to  have  a  minimum  total  risk-based  capi¬ 
tal  ratio  of  8  percent  This  ratio  is  Tier  1  and  Tier  2  capital 
divided  by  risk-weighted  assets  During  the  2-year 
transition,  certain  interim  requirements  will  apply 
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Most  banks  will  be  expected  to  maintain  a  risk-based 
capital  ratio  that  is  above  the  minimum  established  by 
the  guidelines  The  guidelines  focus  on  credit  risk. 
They  do  not  explicitly  address  other  types  of  risk  that 
can  affect  a  bank's  condition,  such  as  interest  rate  risk, 
asset  concentrations,  loan  quality,  and  liquidity,  fund¬ 
ing  and  market  risks.  Therefore,  the  level  of  capital 
required  for  an  individual  bank  will  depend  on  that 
institution's  total  risk  profile,  as  determined  through  the 
supervisory  process. 

The  OCC  plans  to  supplement  the  risk-based  capital 
guidelines  with  a  minimum  leverage  ratio,  using  the 
new  definition  of  capital  as  a  percentage  of  total  assets. 
Specific  information  on  this  requirement  will  be  pub¬ 
lished  for  public  comment  in  the  near  future.  It  is  ex¬ 
pected  to  become  effective  on  December  31,  1990, 
along  with  the  risk-based  capital  guidelines. 


The  OCC  believes  a  minimum  leverage  ratio  is  neces¬ 
sary  because  the  risk-based  capital  guidelines,  which 
are  designed  solely  as  a  measure  of  credit  risk,  create 
the  possibility  for  significant  leverage  Assets  that  have 
no  credit  risk  receive  a  0  percent  risk  weight  and, 
therefore,  require  no  capital.  However,  the  OCC  be¬ 
lieves  that  every  bank  should  have  at  least  a  base  level 
of  capital  as  protection  against  banking  risks  not  mea¬ 
sured  by  the  risk-based  capital  ratio.  A  minimum  lever¬ 
age  ratio  based  on  total  assets  will  be  proposed  to 
establish  such  a  base  level  of  capital  for  all  banks. 


Jennifer  C.  Kelly 
National  Bank  Examiner 
Supervision  Policy/Research  Division 
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OCC  Regulatory  Rulings  Facilitate  Debt  Reduction  Transactions 


Reports  issued  by  the  World  Bank  in  December  1988 
and  the  Institute  for  International  Finance  in  January 
1989  indicate  that  efforts  aimed  at  voluntary  debt  re¬ 
duction  in  the  most  heavily  indebted  developing  coun¬ 
tries1  have  already  achieved  a  significant  level  of  suc¬ 
cess.  In  the  3-year  period  between  1986  and  1988, 
developing  country  debt  held  by  commercial  banks  fell 
by  $26  billion,  with  debt-equity  swaps  and  local  cur¬ 
rency  conversions  accounting  for  approximately  $16 
billion  of  the  total.  The  $26  billion  decline  is  equivalent 
to  10  percent  of  total  commercial  bank  exposure. 

At  the  end  of  1988,  external  claims  held  by  all  creditors 
—  governments,  multilateral  development  banks, 
commercial  banks  and  private  parties  —  against  the 
Baker  15  countries  exceeded  $480  billion.  However, 
commercial  bank  exposure  continues  to  decline 
through  a  combination  of  asset  sales,  debt-equity 
swaps,  debt  buybacks,  local  currency  conversions 
and  other  debt  reduction  mechanisms.  This  article 
focuses  on  rulings  issued  by  the  OCC  since  November 
1 987  in  the  areas  of  debt  securitization  and  debt-equity 
swaps.  As  explained  below,  the  OCC's  rulings  have 
authorized  a  variety  of  debt  reduction  transactions 
proposed  by  national  banks  and  their  operating 
subsidiaries. 

Debt  Securitization 

Brazilian  Exit  Bonds 

Interpretive  Letter  No.  470  (February  1,  1989)  respon¬ 
ded  to  an  inquiry  regarding  the  status  of  Brazilian 
Investment  Bonds  (Exit  Bonds)  issued  by  the  Republic 
of  Brazil  as  part  of  its  October  1988  Refinancing  Plan.2 
The  Refinancing  Plan  accomplished  a  rescheduling  of 
$62  billion  in  sovereign  and  private  credit  obligations 
owed  by  Brazilian  borrowers  to  foreign  bank  creditors. 

The  Brazilian  financing  package  introduced  an  inno¬ 
vative  debt  securities  feature  in  the  form  of  Exit  Bonds. 
Denominated  in  U.S.  dollars,  the  Exit  Bonds  are  exempt 
from  all  Brazilian  taxes,  exchangeable  for  inflation- 
adjusted  “Obrigacoes  do  Tesouro  Nacional”  (OTNs),3 


'The  most  heavily  indebted  developing  countries,  originally  desig¬ 
nated  by  Secretary  of  the  Treasury  James  Baker  III  in  1985.  include 
Argentina,  Brazil,  Chile,  the  Philippines,  Bolivia,  Colombia,  Ivory 
Coast,  Ecuador,  Mexico,  Morocco,  Nigeria,  Peru,  Uruguay,  Ven¬ 
ezuela  and  Yugoslavia  (the  Baker  15) 

2See  Republica  Federativa  do  Brasil,  Financing  Plan  (1988) 

3OTNs  are  the  Brazilian  equivalent  of  U  S  Treasury  Bonds 


and  redeemable  at  face  value  for  purchase  of  Brazilian 
exports  as  part  of  any  future  debt-for-export  program  in 
that  country.  The  Exit  Bonds  also  are  structured  to 
satisfy  liquidity  and  marketability  requirements,  with  an 
added  feature  of  convertibility  into  cash  for  use  in 
government-sanctioned  debt-equity  swap  trans¬ 
actions.  Authorized  underthe  Refinancing  Plan  to  issue 
$5  billion  of  Exit  Bonds,  more  than  100  commercial 
banks  actually  subscribed  for  the  bonds  in  an  amount 
exceeding  $1  billion  in  value.  Under  the  Refinancing 
Plan,  Brazilian  loans  converted  to  Exit  Bonds  are  sub¬ 
tracted  and  excluded  from  a  bank’s  base  debt  figure 
used  to  calculate  current  and  future  new  money  re¬ 
quests.  By  taking  Exit  Bonds,  a  commercial  bank  may 
eliminate  or  reduce  its  participation  in  new  money 
requests. 

The  Office  concluded  that  although  the  Exit  Bonds 
failed  to  satisfy  the  quality  requirements  for  Type  III 
investment  securities  (12  U.S.C.  24  (Seventh);  12 
C.F.R.  Part  1),  banks  nevertheless  could  hold  Exit 
Bonds  in  excess  of  statutory  lending  limits  (12  U.S.C 
84)  as  an  extension  of  pre-existing  outstanding  sov¬ 
ereign  debt.  Because  the  holdings  represent  a  re¬ 
structuring  of  existing  debt,  the  Office  does  not  con¬ 
sider  the  bank  to  be  in  violation  of  lending  limitations 
but,  rather,  in  a  “non-conforming"  situation  that  limits 
the  extent  to  which  new  funds  may  be  advanced  to  the 
Brazilian  Government  and  Central  Bank  in  the  future. 
With  these  minimal  restrictions,  the  Office  allowed  the 
applicant  bank  to  convert  all  $6,379,000  of  its  Brazilian 
loans  into  Exit  Bonds. 

Mexican  Exchange  Bonds 

Interpretive  Letter  No.  410  (January  15,  1988)  ad¬ 
dressed  the  question  of  whether  new  bonds  (Exchange 
Bonds)  issued  by  the  United  Mexican  States  (UMS)  in 
exchange  for  existing  debt  qualify  as  investment  se¬ 
curities  or  loans  under  12  U.S.C.  24  (Seventh)  or  84, 
respectively.  The  Exchange  Bonds  bear  a  20-year 
maturity,  floating  rate  of  interest  and  are  callable  by  the 
issuer  at  par  at  any  time.  Significantly,  the  Exchange 
Bonds  are  exempt  from  any  future  restructurings  and 
are  not  considered  part  of  the  base  amount  in  any 
future  requests  by  the  UMS  for  new  money  from  com¬ 
mercial  banks. 

In  contrast  to  the  Brazilian  Exit  Bonds,  the  Exchange 
Bonds  are  fully  collateralized  as  to  repayment  of  prin¬ 
cipal  at  maturity  by  a  pledge  of  special  issue,  zero- 
coupon  U  S.  Treasury  securities  with  a  face  amount 
equal  to  the  Exchange  Bonds  UMS  agreed  to  pay  for 


the  U  S  Treasury  securities  by  using  its  cash  reserves 
However,  payment  of  interest  on  the  Exchange  Bonds 
is  not  collateralized  UMS  accepted  bids  from  com¬ 
mercial  banks  for  the  Exchange  Bonds  in  an  aggregate 
amount  of  $2  6  billion,  thereby  retiring  outstanding 
loans  of  $3  7  billion  for  an  average  discount  from  face 
value  of  30  percent  Thus,  UMS  achieved  debt  reduc¬ 
tion  of  $1  1  billion  from  this  single  exchange 
transaction 

From  a  regulatory  standpoint  the  Office  found  that  the 
principal-guaranteed  Exchange  Bonds  constituted 
Type  III  investment  securities  (12  C.F  R  1  3(b),  1 .5  and 
18)  and  allowed  banks  to  hold  Exchange  Bonds  in 
amounts  up  to  5  percent  of  the  bank's  capital  and 
surplus.  Alternatively,  the  Office  held  that  banks  could 
consider  the  Exchange  Bonds  as  loans  even  if  such  a 
classification  resulted  in  a  "non-conforming"  situation 
(see  Interpretive  Letter  No.  470  (Brazilian  Exit  Bonds) 
supra ;  see  also  Interpretive  Letter  No  288  (April  25, 
1984),  reprinted  in  Fed  Banking  L.  Rep  (CCH)  f 
85,452. 


Debt-Equity  Swap  Transactions 

Mexican  Hotel 

In  November  1987  the  Office  issued  its  first  of  three 
no-objection  letters  relying  on  debts  previously  con¬ 
tracted  (DPC)4  authority  to  permit  a  transaction  de¬ 
signed  to  salvage  developing  country  debt  through  a 
debt-equity  swap  program  sponsored  by  the  govern¬ 
ment  of  Mexico.5  In  Bank  of  Miami  I  a  national  bank 
exchanged  $2  million  of  Mexican  sovereign  debt  for  a 
60  percent  interest  in  a  holding  company,  the  sole 
asset  of  which  was  a  resort  hotel  A  Swiss  management 
group  agreed  to  hold  the  remaining  40  percent. 

The  Bank  of  Miami  I  letter  caused  the  Office  to  decide 
several  novel  DOC  issues.  First,  the  three  loans  ex¬ 
changed  for  pesos  were  not  in  actual  default.  Con¬ 
sistent  with  precedent,  a  history  of  payment  inter¬ 


ior  a  discussion  of  the  legislative  and  regulatory  background  of 
DPC,  including  its  application  to  international  transactions,  see  J  M 
Shepherd  and  E  H  Clock  Regulatory  Aspects  of  Developing  Na¬ 
tional  Debt-Eguity  Swaps  ,"  12  Fordham  International  Law  Journal  43 
(1988) 

'OCC  No-Objection  Letter  No  87- 10  (November  27  1987).  reprinted 
m  Fed  Banking  L  Rep  (CCH)  *  84  039  (Bank  of  Miami  I) 

'  OCC  No-Objection  Letter  No  88-7(May20  1988),  reprinted  in  Fed 
Bank  ng  l  Rep  (CCH)  *  84  047  (Bank  of  Miami  II) 

ren  years  for  real  property  (12  U  S  C  29)  provided  the  bank  obtains 
OCC  s  approval  after  the  initial  5-year  period  and  5  years  for 
vcijrifies  (Comptroller  s  Handbook  for  National  Bank  Examiners, 


ruptions  combined  with  an  anticipated  future  re¬ 
scheduling  provided  sufficient  evidence  of  change  in 
the  borrower's  financial  capacity  to  invoke  use  of  DPC 
authority.  Second,  none  of  the  loans  were  secured  by 
collateral  However,  the  Office  was  satisfied  that  bank's 
acquisition  of  the  hotel  property  placed  it  in  a  better 
position  to  recover  amounts  lent  and  did  not  appear  to 
be  for  speculative  purposes  Hence,  the  bank  properly 
used  pesos  obtained  from  the  Mexican  Central  Bank  in 
exchange  for  loans  tendered  to  obtain  an  interest  in 
third  party  property,  the  resort  hotel  Provided  the  Mexi¬ 
can  sovereign  loans  were  extinguished  (thereby  re¬ 
sulting  in  debt  reduction),  the  Office  was  willing  to  allow 
unrelated  collateral  (the  hotel)  as  the  equity  component 
of  this  swap  transaction. 


Chilean  Insurance  Company 

Bank  of  Miami  II 6  involved  a  three-step  procedure  by 
which  the  operating  subsidiary  of  a  national  bank  ini¬ 
tially  exchanged  its  holdings  of  Brazilian  debt  ($1  mil¬ 
lion  face  value)  and  Venezuelan  debt  ($723,326  face 
value)  for  an  equivalent  amount  of  Chilean  debt.  With 
the  Chilean  debt  in  hand,  the  bank  obtained  local 
currency  (pesos)  from  the  Chilean  Central  Bank  in  an 
amount  less  than  the  Chilean  debt’s  face  value  but 
substantially  more  than  the  secondary  market  prize  for 
such  debt  paper.  Thereafter,  the  Chilean  Central  Bank 
authorized  the  U.S.  bank  to  acquire  a  19  to  24  percent 
interest  in  a  publicly  traded  Chilean  insurance  com¬ 
pany.  The  bank  did  not  propose  to  invest  any  new 
money  in  the  insurance  company,  whose  business 
included  the  sale  and  underwriting  of  hazard,  fire, 
automobile,  transportation  and  general  insurance. 

The  Chilean  swap  program  in  Bank  of  Miami  II  con¬ 
tained  features  similar  to  the  Mexican  program  in  Bank 
of  Miami  I.  Both  the  Brazilian  and  Venezuelan  debt  had 
been  rescheduled  by  their  respective  governments 
and,  in  the  case  of  Brazil,  had  been  nonperforming  for 
approximately  1  year.  The  bank  agreed  to  limit  its 
involvement  in  the  operation  of  the  company  to  desig¬ 
nation  of  one  of  the  five  to  seven  directors  and  to 
comply  with  time  limits  applicable  to  sale  of  DPC  prop¬ 
erty/  Under  the  Chilean  program,  repatriation  of  the 
initial  investment  could  not  occur  for  10  years,  with 
dividends  and  profits  not  subject  to  repatriation  for 
three  years  from  the  date  of  initial  investment  As  in 
Bank  of  Miami  /,  however,  the  bank  willingly  entered 
into  a  "put”  and  "call”  arrangement  with  the  majority 
shareholder  agreeing  to  acquire  the  bank’s  interest 
within  the  allowable  timeframes  In  sum,  the  Office  felt 
the  transaction,  as  structured,  would  improve  the 
bank's  position,  was  not  speculative  in  nature  and 
accordingly  warranted  the  use  of  DPC  authority 
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Honduran  Steel  Plant 

Building  on  the  transactional  structures  of  the  two  ear¬ 
lier  no-objection  letters,  Miami  National  Bank8  involved 
privatization  of  a  Honduran  steel  plant.  The  bank  ex¬ 
changed  its  existing  Argentine  external  debt  for  Hon¬ 
duran  external  debt  through  an  intermediary.  The  Hon¬ 
duran  Central  Bank  then  converted  its  country's  exter¬ 
nal  debt  for  local  currency  (lempiras)  at  100  percent  of 
face  value.  Under  the  bank's  agreement  with  Hon¬ 
duras,  the  bank  will  receive  100  percent  of  the  pre¬ 
ferred  nonvoting  stock  ($2  million  par  value)  of  a  Hon¬ 
duran  corporation,  all  of  which  will  be  held  by  a  wholly 
owned  operating  subsidiary  of  the  bank.  Upon  pur¬ 
chase  of  the  steel  plant  through  its  ownership  of  pre¬ 
ferred  shares,  the  bank  will  effectively  swap  its  Ar¬ 
gentine  debt  for  an  equity  interest  in  the  newly  priv¬ 
atized  Honduran  corporation. 

Miami  National  Bank,  like  its  predecessor  no-objection 
letters,  allowed  a  national  bank  to  accept  unrelated 
third  party  property  in  satisfaction  of  unsecured  sov¬ 
ereign  debt.  Further,  the  Office  agreed  with  the  bank's 
business  judgment  that  participating  in  the  local  in¬ 
vestment  project  is  superior  to  the  continued  holding  of 
nonperforming  and  rescheduled  debt. 

Unlike  Bank  of  Miami  I  and  II,  the  5-year  holding  period 
limitations  for  securities  acquired  DPC9  is  a  factor.  In 
this  transaction,  the  Honduran  corporation  is  required 
to  redeem  the  bank’s  shares  only  at  the  end  of  7  years. 
Since  the  rationale  for  a  holding  period  of  up  to  1 0  years 
with  real  property  but  only  5  years  for  securities  is 
nowhere  established,  the  Office  expressed  a  willing¬ 
ness  in  Miami  National  Bankio  consider  an  extension  of 
the  5-year  limitation  should  it  be  necessary  to  do  so  at 
that  time. 


8OCC  No-Objection  Letter  No  89-1  (January  25,  1989)  (Miami  Na¬ 
tional  Bank). 

9See  footnote  7,  supra 

10OCC  Interpretive  Letter  No  455  (November  16,  1988) 


Policy  Considerations 

As  described  above,  the  five  interpretive  and  no- 
objection  letters  issued  by  the  OCC  between  Novem¬ 
ber  1987  and  February  1989  evidence  a  regulatory 
willingness  to  accommodate  transactions  structured 
by  national  banks  that  accomplish  debt  reduction 

In  a  related  interpretive  letter10  denying  a  bank's  appli¬ 
cation  for  developing  country  chargeoffs  based  on  tax 
letters  to  be  issued  by  individual  examiners,  the  Office 
explained  some  of  the  policy  considerations  sur¬ 
rounding  debt  securitization  and  debt-equity  swap 
transactions: 

“From  a  policy  standpoint,  the  Office  has  always 
encouraged  and  continues  to  encourage  the 
build-up  of  capital  reserves  as  a  means  of 
cushioning  the  impact  of  nonperforming  and  re¬ 
scheduled  LDC  debts.  In  addition,  the  Office  has 
recently  ruled  favorably  on  national  bank  appli¬ 
cations  to  dispose  of  LDC  debt  by  engaging  in 
debt-for-equity  and  debt-for-bond  transactions. 
While  each  of  these  transactions  generated 
losses  for  both  book  and  tax  purposes,  the  ap¬ 
proved  transactions  arguably  strengthened  the 
banks  involved  by  reducing  the  amount  of  LDC 
debt  as  a  percentage  of  total  assets  and  by 
enabling  the  banks  to  realize  and  repatriate  their 
assets  with  more  certainty  and  in  a  reduced  time- 
frame  from  the  terms  of  reschedulings  applicable 
to  sovereign  debt. 

“[A]ny  rule  that  allowed  an  institution  to  treat  an 
asset  as  charged-off  (and  receive  a  tax  de¬ 
duction)  while  still  continuing  to  hold  the  asset 
and  collect  interest  and  principal,  as  paid,  would 
in  our  view  favor  nondisposition  of  LDC  debt  over 
policies  designed  to  facilitate  debt  reduction  in 
developing  countries  and  market-oriented  solu¬ 
tions  to  the  LDC  debt  problem."  (Interpretive  Let¬ 
ter  No.  455,  pages  3-4). 


Edwin  H.  Clock 

Deputy  Comptroller 

International  Banking  and  Finance 
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Recent  Corporate  Decisions 


On  January  19,  1989,  the  Office  granted  approval  to 
Riverside  National  Bank,  Riverside,  California,  to  estab¬ 
lish  an  operating  subsidiary  to  perform  real  estate 
appraisal  services  for  itself  and  other  financial  insti¬ 
tutions.  The  Office  concluded  that  the  proposed  ac¬ 
tivity  was  within  the  scope  of  a  national  bank’s  inciden¬ 
tal  powers.  This  interpretation  was  made  possible  by 
the  removal,  in  1982,  of  a  statutory  provision  in  12 
U.S.C.  92  that  had  been  construed  to  limit  the  ap¬ 
praisal  authority  of  national  banks. 

On  January  31,  1989,  the  Office  declared  an  emer¬ 
gency  and  approved  the  immediate  merger  of  Metro¬ 
politan  National  Bank,  San  Antonio,  Texas,  with  and 
into  Texas  Bank,  National  Association,  San  Antonio, 
Texas.  The  transaction  was  accomplished  with  the  help 
of  FDIC  13(c)  open  bank  assistance. 

On  February  1,  1989,  the  Office  granted  approval  to 
Miami  National  Bank,  Miami,  Florida,  to  establish  an 
operating  subsidiary  for  the  purpose  of  holding  shares 
of  a  Honduran  steel  jobbing  foundry  that  the  bank,  in 
exercise  of  its  authority  to  receive  property  in  satisfac¬ 
tion  of  debts  previously  contracted  (DPC),  expected  to 
acquire  in  exchange  for  Argentine  debt  under  the 
Honduran  Government’s  debt/equity  swap  program. 
Because  the  acquisition  of  property  DPC  is  a  per¬ 
missible  activity  for  national  banks,  the  Office  con¬ 
cluded  that  the  establishment  of  the  proposed  sub¬ 
sidiary  would  also  be  permissible. 

On  February  20,  1989,  the  Office  granted  approval  to 
SouthTrust  National  Bank,  Phenix  City,  Alabama,  to 
relocate  its  head  office  from  Phenix  City,  Alabama,  to 
Columbus,  Georgia.  The  distance  was  less  than  10 
miles  and  consistent  with  12  U.S.C.  30.  SouthTrust's 
original  filing  also  requested  approval  to  establish  a 
branch  at  the  former  main  office  site  and  to  retain  its 
other  Alabama  branches  as  branches  of  the  relocated 
bank.  The  Georgia  Department  of  Banking  and 
Finance  protested  this  particular  aspect  of  the  pro¬ 
posal  and  SouthTrust  subsequently  modified  its  appli¬ 
cation  to  dispose  of  its  Alabama  branches  before  re¬ 
locating.  The  State’s  protest  was  then  withdrawn  The 
Federal  Reserve  Bank  of  Atlanta  also  required  South- 
Trust  to  file  an  application  to  relocate,  citing  12  C.F  R 
225.144  as  the  authority.  The  OCC  had  previously 
approved  two  similar  main  office  relocations  across 
state  borders.  On  February  21,  1985,  the  OCC  ap¬ 
proved  the  main  office  relocation  of  Mark  Twain  Bank, 
N.A.,  from  Independence,  Missouri,  to  Overland  Park, 
Kansas.  On  May  13,  1986,  the  OCC  approved  the 


application  submitted  by  The  Bank  of  New  Jersey 
Moorestown,  New  Jersey,  to  relocate  its  main  office 
across  state  lines  to  Philadelphia,  Pennsylvania  In  the 
latter  decision,  the  Secretary  of  Banking  for  the  Com¬ 
monwealth  of  Pennsylvania  challenged  the  decision  in 
federal  district  court.  The  court  denied  the  State's  re¬ 
quest  for  a  preliminary  injunction  to  halt  the  relocation 
See  McEnteer  v.  Clarke ,  638  F  Supp.  911  (E  D  Pa 
1986). 

On  February  21,  1989,  the  Office  granted  conditional 
approval  to  The  Limited,  Inc.,  a  national  clothing  re¬ 
tailer,  to  charter  a  credit  card  bank,  World  Financial 
Network,  National  Bank,  Whitehall,  Ohio,  pursuant  to 
the  provisions  of  the  Competitive  Equality  Banking  Act 
(CEBA).  The  Limited  currently  issues  private  label 
credit  cards  through  its  nationwide  retail  outlets  Ac¬ 
cording  to  the  operating  plan,  the  proposed  credit  card 
bank  will  enable  The  Limited  to  consolidate  procedures 
and  export  a  uniform  rate  for  the  receivables.  The  OCC 
has  approved  two  other  credit  card  banks  under 
CEBA;  however,  this  is  the  first  proposal  involving  the 
issuance  of  private  label  cards.  As  a  condition  to  the 
approval,  the  Office  required  the  applicant  to  amend 
the  proposed  bank’s  CRA  statement  to  reflect  the  pro¬ 
prietary  nature  of  the  cards  to  be  issued. 

On  February  27,  1989,  the  Office  issued  a  no  objection 
letter  in  response  to  a  Notice  of  Change  in  Bank  Control 
submitted  by  The  Citizens  Band  Potowatami  Indian 
Tribe  of  Oklahoma  to  acquire  51  percent  of  the  First 
Oklahoma  Bank,  N.A.,  Shawnee,  Oklahoma.  The  tribe 
was  represented  by  a  business  committee,  comprised 
of  five  individuals,  which  would  exercise  voting  control 
of  the  shares.  The  proposed  acquisition  was  the  result 
of  an  agreement  negotiated  between  the  tribe,  certain 
existing  owners,  and  the  FDIC,  which  had  acquired  the 
stock  carry  loan,  along  with  a  security  interest  in  the 
stock,  when  the  original  lending  institution  failed. 

On  February  27,  1989,  the  Office  disapproved  an  ap¬ 
plication  to  charter  The  Bank  of  the  Valley,  National 
Association,  Livermore,  California  This  decision  was 
based  on  the  failure  of  the  organizers  to  provide  sup¬ 
port  for  the  major  assumptions  and  projections  of  the 
operating  plan  In  addition,  the  field  investigation  re¬ 
vealed  that  a  majority  of  the  organizers  were  not  familiar 
with  the  operating  plan  and  did  not  know  who  had 
prepared  the  plan.  The  proposed  chief  executive  offi¬ 
cer  was  the  only  member  of  the  group  with  banking 
experience  and  it  was  determined  that  he  did  not  have 
the  necessary  experience  to  manage  this  particular  de 
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novo  bank  Because  the  Office  was  not  convinced  that 
the  proposed  bank  had  a  reasonable  chance  for  suc¬ 
cess  the  application  was  denied 

On  March  21,  1989,  the  Office  disapproved  an  appli¬ 
cation  to  charter  Concorde  National  Bank,  Bethesda, 
Maryland  The  proposed  charter  was  filed  by  a  group 
comprised,  in  part,  of  directors  of  a  holding  company 
and  or  its  two  national  bank  subsidiaries  located  in 
Washington,  D  C  The  Office  denied  the  proposal  be¬ 
cause  of  continued  supervisory  and  management 
concerns  relating  to  the  existing  banks,  inadequate 
capitalization,  and  the  limited  availability  of  future  fi¬ 
nancial  support  from  the  parent  company.  The  Office 
determined  that  the  organizers’  time  and  resources 
should  be  concentrated  on  correcting  the  problems  in 
the  existing  banks  before  expanding  further. 

On  March  28.  1 989,  approval  was  granted  for  the  FDIC 
to  charter  the  Deposit  Insurance  Bridge  Bank,  National 
Association,  Dallas,  Texas,  which  then  acquired  20 
failed  MCorp  subsidiary  banks.  MBank-Round  Rock, 
N  A  .  was  the  first  bank  acquired  on  March  28,  1989. 
Subsequently,  the  bridge  bank  purchased  certain  as¬ 
sets  and  assumed  certain  liabilities  of  19  other  MCorp 
banks  which  were  reopened  under  the  charter  and  title 
of  the  bridge  bank. 

During  the  first  quarter  of  1989,  several  requests  for 
management  interlock  exceptions  were  filed  pursuant 
to  the  Management  Interlocks  Revisions  Act  of  1988 
(MIRA).  MIRA  includes  an  exemption  provision  for  di¬ 
rectors  of  financial  institutions  and  financial  institution 
holding  companies  to  perform  dual  service  as  directors 
of  diversified  savings  and  loan  holding  companies, 
except  in  those  instances  where  such  dual  service 
would  result  in  substantial  lessening  of  competition  or 
would  lead  to  substantial  conflicts  of  interest  or  unsafe 
or  unsound  practices.  The  statute  requires  that  notices 
of  such  proposed  management  interlocks  be  provided 
to  all  appropriate  financial  institution  regulatory  agenc¬ 
ies  Each  agency  has  60  days  to  disapprove  the  pro¬ 
posed  interlock  for  one  of  the  reasons  mentioned  pre¬ 
viously,  or  because  of  the  failure  of  the  diversified 
savings  and  loan  holding  company  to  provide  all  infor¬ 
mation  required  by  the  agency.  There  are  currently  no 
implementing  regulations  for  MIRA  but  they  are  being 
developed  by  the  various  regulatory  agencies.  Notices 
of  proposed  management  interlock  exceptions  filed 
pursuant  to  MIRA  are  being  reviewed  by  the  Legal 
Advisory  Services  Division  in  Washington,  D  C. 

During  the  first  quarter  the  Office  reviewed  notices  and 
issued  letters  indicating  its  intent  not  to  disapprove 
proposed  management  interlocks  for  the  following 


•  Bank  of  America  National  Trust  and  Savings 
Association,  San  Francisco,  California  and 
Weyerhaeuser  Company; 

•  American  Security  Bank,  National  Association, 
Washington,  D  C  and  ITT  Corporation; 

•  Norwest  Bank,  National  Association,  Des  Mo¬ 
ines,  Iowa  and  ITT  Corporation; 

•  First  Interstate  Bank  of  Texas,  National  Associa¬ 
tion,  Houston,  Texas  and  Dana  Corporation; 

•  First  National  Bank  of  Chicago,  Chicago,  Illinois 
and  Capital  Holding  Corporation,  and 

•  Central  Trust  Company,  National  Association, 
Cincinnati,  Ohio  and  Capital  Holding  Corpo¬ 
ration. 

The  Office  was  unable  to  grant  one  request,  involving 
the  First- National  Bank  of  Vicksburg,  Vicksburg,  Mis¬ 
sissippi.  That  case  involved  service  by  the  bank’s 
chairman  and  chief  executive  officer  on  the  board  of 
MS  Diversified  Corporation,  a  diversified  savings  and 
loan  holding  company.  An  OCC  legal  opinion  deter¬ 
mined  that  the  MIRA  exemption  was  available  only  to 
directors,  and  not  to  executive  officers,  unlike  other 
provisions  of  the  Depository  Institution  Management 
Interlocks  Act  that  address  management  officials.  The 
exemption,  therefore,  could  not  be  granted  and  the 
bank  was  so  informed  on  March  17,  1989. 

On  November  10,  1988,  a  national  bank  in  New  York 
City  requested  permission  to  establish  a  branch.  At  the 
time  the  application  was  received,  the  bank’s  CRA 
performance  was  described  as  needing  improvement. 
Because  a  CRA  examination  was  scheduled  to  be 
conducted  within  the  month,  the  application  was  held 
in  abeyance  for  the  results  of  the  examination  The 
examination  found  the  bank’s  CRA  performance  to  be 
satisfactory.  As  a  result  of  the  bank’s  improved  and 
satisfactory  performance,  the  Office  unconditionally 
approved  the  application  on  March  2,  1989 

Finally,  the  following  table  summarizes  the  Office’s 
activity  with  respect  to  cross-county  branch  appli¬ 
cations  filed  as  a  result  of  the  Deposit  Guaranty  de¬ 
cision  ( Department  of  Banking  and  Consumer  Finance 
v  Clarke,  809  F.2d  266  (5th  cir  1987),  cert,  denied,  55 
U.S  L  W  3853  (June  22,  1987)) 


Cross-County  Applications  as  of  March  31,  1989  During  the  quarter,  the  Office  approved  five  cross¬ 

county  applications,  all  in  states  where  approvals  had 


State 

Received 

Approved 

Denied 

Pending 

not  previously  been  granted  The  approvals  involved 

two  applications  from  First  National  Bank  and  Trust 

Alabama 

2 

0 

0 

2 

Company,  Columbia,  Missouri,  and  one  each  from 

Florida 

12 

1 

12 

0 

0 

1 

u 

0 

Associated  Citizens  Bank,  N  A  ,  Marshfield.  Wisconsin, 

Indiana 

1 

0 

0 

i 

Tri  City  National  Bank  of  Brookfield,  Wisconsin,  and 

Kansas 

1 

1 

0 

0 

Peoples  National  Bank  and  Trust,  Ottawa,  Kansas 

Kentucky 

1 

0 

0 

1 

Louisiana 

22 

22 

0 

0 

Mississippi 

2 

2 

0 

0 

Missouri 

2 

2 

0 

0 

New  Mexico 

1* 

0 

0 

1 

Oklahoma 

3 

0 

0 

3 

Tennessee 

19 

19 

0 

0 

Texas 

6* 

6 

0 

0 

Wisconsin 

2 

2 

0 

0 

TOTAL 

75 

66 

1 

8 

‘Includes  a  corporate  reorganization 
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Litigation  Update 


In  the  most  significant  judicial  decision  involving  the 
OCC  last  quarter,  the  Comptroller's  decision  permitting 
Citibank  to  establish  an  operating  subsidiary,  AMBAC, 
to  offer  municipal  bond  insurance  was  upheld.  In  Amer¬ 
ican  Insurance  Association  v.  Clarke ,  No.  87-5128 
(D.C.  Cir  ),  the  court  affirmed  the  conclusion  of  the 
district  court  that  the  proposed  activities  were  per¬ 
missible  under  12  U.S.C.  §  24(Seventh).  It  determined 
that  the  provision  of  municipal  bond  insurance  is  the 
functional  equivalent  of  a  permissible  standby  letter  of 
credit.  As  is  the  case  with  a  standby  letter  of  credit,  the 
municipal  bond  insurance  is  not  an  impermissible 
guarantee.  Initially,  the  court  held  that  national  bank 
operating  subsidiaries  were  subject  to  Section  4  of  the 
Bank  Holding  Company  Act  (BHCA)  because  they 
were  not  exempted  under  Section  4(c)(5).  However,  on 
rehearing,  the  court  concluded  that  it  should  not  have 
reached  the  BHCA  issue  and,  thus,  vacated  that  por¬ 
tion  of  its  opinion. 

Another  major  case  recently  decided  in  the  area  of 
permissible  activities  of  national  banks  is  Securities 
Industry  Association  v.  Clarke,  No.  87-CIV-4504 
(S.D.N.Y.).  This  case  involves  a  challenge  to  OCC’s 
opinion  letter  concluding  that  issuance  and  sale  by 
national  banks  of  mortgage-backed  pass-through  cer¬ 
tificates  is  in  substance  a  traditional  banking  activity, 
and  is  not  prohibited  by  Glass-Steagall.  The  district 
court  disagreed  with  OCC's  conclusion  and  found  that 
the  bank's  proposed  activities  did  violate  Glass- 
Steagall.  OCC  is  appealing  this  decision. 


In  Brown  v.  Clarke,  eta!.,  No.  B-88-120  (D  Conn  ).  the 
state  of  Connecticut  challenged  as  illegal  branching 
the  provision  of  messenger  services  by  a  national 
bank  The  trial  court  ruled  that  when  a  bank  employee 
received  funds  from  the  customer  at  the  customer's 
place  of  business,  a  branch  banking  activity  occurred 
even  though  the  employee  was  specifically  stated  to  be 
the  agent  of  the  customer  and  the  funds  were  not 
credited  to  the  customer’s  account  until  the  messager 
delivered  the  funds  were  not  credited  to  the  customer’s 
account  until  the  messenger  delivered  the  funds  to  the 
bank’s  teller.  To  the  extent  that  OCC  Interpretive  Ruling 
7.7490  (12  C.F  R  7.7490)  might  suggest  that  such 
activity  would  not  be  branching,  the  court  said  that  the 
ruling  was  invalid 

Finally,  in  Bloomington  National  Bank  et  al.  v.  Clarke,  et 
at,  No.  IP  87-636-C  (S.D.  Ind  ),  the  court  found  that  a 
corporate  reorganization  of  a  national  bank  based  on  a 
reverse  stock  split  violated  the  National  Bank  Act.  In  a 
transaction  designed  to  vest  entire  ownership  of  the 
subsidiary  bank  in  the  parent  bank  holding  company, 
the  bank  engaged  in  a  series  of  transactions  including 
the  reduction  of  par  value  of  outstanding  shares,  a 
reverse  stock  split  and  the  purchase  of  the  resulting 
fractional  shares  by  the  bank.  The  court  found  that  the 
purchase  of  the  fractional  shares  violated  12  U.S.C.  § 
83. 
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Statement  of  Robert  L.  Clarke,  Comptroller  of  the  Currency,  before  the  House 
Committee  on  Ways  and  Means,  Washington,  D.C.,  January  31,  1989 


Mr.  Chairman  and  members  of  the  Committee,  I  am 
pleased  to  have  this  opportunity  to  testify  on  the  role 
commercial  banks  play  in  financing  highly  leveraged 
transactions  and  on  the  steps  that  the  Office  of  the 
Comptroller  of  the  Currency  (OCC)  is  taking  to  bring 
about  the  prudent  management  of  those  financings. 

Several  highly  leveraged  transactions,  particularly 
some  that  involve  the  buyout  of  public  shareholders  of 
corporations,  have  been  in  the  headlines  recently.  My 
objective  this  morning  is  not  to  discuss  the  broad  tax, 
competitive,  and  other  issues  concerning  the  role  of 
highly  leveraged  transactions  in  the  economy,  which 
the  Committee  is  considering.  Instead,  my  mission 
today  is  to  present  the  perspective  of  the  OCC  as  the 
supervisor  of  national  banks.  As  such,  we  want  bank 
participation  in  financing  highly  leveraged  transactions 
(HLTs)  to  be  consistent  with  safe  and  sound  banking 
practices. 

Today  I  would  like  to:  1 )  outline  the  kinds  of  transactions 
on  which  the  OCC  has  focused  its  attention;  2)  de¬ 
scribe  the  ways  in  which  commercial  banks  participate 
in  financing  HLTs  and  present  some  data  on  the  extent 
of  commercial  bank  involvement;  3)  discuss  the  risks 
associated  with  commercial  bank  participation  in 
HLTs;  and  4)  discuss  the  OCC's  methods  for  assessing 
how  banks  manage  their  HLT-associated  lending.  One 
important  part  of  our  efforts  thus  far  is  an  examining 
circular,  issued  on  December  14,  1988,  which  outlines 
for  our  bank  examiners  and  the  national  banks  we 
supervise,  some  important  components  of  assessing 
the  HLT-related  lending  activities  of  national  banks. 

Highly  Leveraged  Transactions 

The  most  widely  recognized  highly  leveraged  trans¬ 
actions  are  leveraged  buyouts,  a  term  that  usually 
refers  to  a  corporate  takeover,  either  by  the  target 
company’s  managers  or  by  outside  buyers,  that  is 
financed  primarily  with  debt.  Focusing  solely  on  lever¬ 
aged  buyouts,  however,  is  too  narrow  a  perspective. 
There  are  other  highly  leveraged  transactions  that  do 
not  involve  a  corporate  takeover  that  should  also  be 
considered.  Thus,  the  transactions  in  which  we  are 
interested  include  the  following: 

•  Any  purchase  of  assets  or  equity  of  a  company 
that  is  financed  largely  by  debt,  including  debt 
secured  by  the  purchased  assets  or  equity; 

•  Any  financing  transaction  that  leaves  a  firm  with 
a  debt-to-equity  ratio  that  is  significantly  greater 
than  is  normal  for  the  firm's  industry;  and 


•  Any  purchase  of  the  assets  or  stock  of  a  firm  that 
employs  financing  that  leaves  the  firm  with  rela¬ 
tively  little  unobligated  cashflow  and  may  re¬ 
quire  the  liquidation  of  some  assets  to  reduce 
the  debt  burden  to  a  manageable  level  over  the 
long  term. 

All  of  these  transactions  produce  the  same  basic  result 
a  substantial  increase  in  the  firm's  debt  relative  to 
shareholder  equity. 

Because  there  is  no  satisfactory  single  definition  of  a 
highly  leveraged  transaction,  there  is  no  universal 
agreement  about  how  many  HLTs  have  taken  place  or 
the  volume  of  debt  associated  with  those  transactions 
However,  estimates  from  different  analysts  are  reason¬ 
ably  consistent  and  generally  range  between  $150 
billion  and  $180  billion.  For  example,  using  a  private 
database  source,  the  Federal  Reserve  Bank  of  Chi¬ 
cago  counts  about  $155  billion  in  leveraged  buyouts 
from  1984  through  1988;  in  a  recent  study,  Morgan 
Stanley  &  Co.  estimated  that  financing  for  the  350  major 
leveraged  buyouts  since  1978  totaled  $166  billion;  a 
PaineWebber  study  of  leveraged  buyouts  of  $100  mil¬ 
lion  or  more  performed  since  1981  estimates  total 
leveraged  buyout  financing  at  $178  billion. 

Commercial  Bank  Participation  in  HLTs 

Role  of  Commercial  Banks 

Fundamentally,  bank  financing  of  highly  leveraged 
transactions  is  not  different  from  other  types  of  com¬ 
mercial  lending.  The  basic  ingredients  of  a  sound 
credit  policy  must  be  applied,  including  a  thorough 
credit  analysis,  an  analysis  of  cash-flow  projections 
under  a  variety  of  economic  conditions,  and  an  as¬ 
sessment  of  the  competence  of  management.  In  es¬ 
sence,  the  lender  must  assess  how  the  borrower  plans 
to  repay  the  debt — and  be  satisfied  that  it  can. 

Commercial  banking  organizations  may  participate  in 
HLT  financings  in  a  number  of  ways.  The  vast  majority 
of  national  bank  involvement  in  HLTs  is  in  the  form  of 
term  loans  and  bridge  loans — traditional  banking  ac¬ 
tivities.  Term  loans  are  senior  debt,  generally  secured 
by  the  assets  of  the  target  company.  As  the  name 
implies,  senior  debt  has  priority  over  other  creditors 
and  equity  investors,  and  is  thus  the  least  risky  form  of 
HLT  financing.  In  the  typical  highly  leveraged  trans¬ 
action,  between  one-half  and  two-thirds  of  the  financ¬ 
ing  may  be  provided  by  banks  in  the  form  of  term  loans 
Bridge  loans  are  typically  short-term  loans  that  provide 
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financing  while  the  other  parts  of  the  total  long-term 
financing  package  are  being  underwritten  and  dis¬ 
tributed 

Because  national  banks  are  prohibited  by  12  USC  24 
from  holding  equity  securities  and  are  limited  in  the 
types  of  debt  securities  that  they  may  hold,  banking 
organizations  have  participated  to  a  much  lesser  ex¬ 
tent,  and  through  their  bank  holding  company  parents 
and  affiliates,  in  mezzanine  financing  and  equity 
financing  of  highly  leveraged  transactions  Mezzanine 
financing  is  a  general  term  that  refers  to  any  portion  of  a 
financing  package  that  ranks  behind  senior  debt,  but 
before  equity,  in  terms  of  creditor  standing.  Examples 
include  debt  secured  by  a  junior  rather  than  a  senior 
lien  on  the  borrower’s  assets,  and  debt  that  is  fully 
subordinated  so  that  in  the  event  of  default,  the  creditor 
would  receive  no  principal  or  interest  payments  until 
the  senor  debt  is  fully  repaid.  Included  in  this  category 
of  financing  are  high-yield,  or  so-called  "junk"  bonds. 
And,  of  course,  the  equity  financing  portion  of  a  highly 
leveraged  transaction  consists  of  the  common  or  pre¬ 
ferred  stock  that  is  issued. 

Extent  of  Commercial  Bank  Lending 

At  present,  there  is  no  distinction  made  in  commercial 
bank  call  reports  between  highly  leveraged  trans¬ 
actions  and  other  corporate  lending.  Consequently, 
the  OCC  does  not  have  precise  data  concerning  the 
total  volume  of  HLT  credits  currently  held  by  U.S. 
banks.  However,  data  regarding  the  dollar  volume  of 
HLTs  will  be  collected  during  the  1989  examination  of 
Shared  National  Credits.  A  Shared  National  Credit  is 
any  loan  of  $20  million  or  more  that  is  shared  by  two  or 
more  depository  institutions.  The  Shared  National 
Credits  examination  process  began  at  the  OCC  in 
1975,  the  Federal  Reserve  System  and  the  FDIC  joined 
the  OCC  effort  shortly  thereafter.  Because  most  HLT 
loans  are  syndicated,  we  expect  the  survey  of  Shared 
National  Credits  to  capture  the  large  majority  of  HLT 
loans  by  commercial  banks. 

Just  as  the  estimates  of  total  leveraged  buyout  financ¬ 
ing  vary,  estimates  that  have  been  published  by  private 
firms  of  the  volume  of  leveraged  buyout  financings 
underwritten  and  held  by  commercial  banks  also  vary. 
For  example,  an  October  1988  survey  by  Prudential- 
Bache  Securities  of  the  10  largest  U.S.  commercial 
banks  found  an  aggregate  LBO  exposure  of  $18.5 
billion  A  November  1 988  survey  by  PaineWebber  of  28 
large  U  S  banks  reported  an  aggregate  exposure  of 
$28  3  billion  dollars,  equal  to  3.6  percent  of  total  loans 
at  those  banks 

A  broader  estimate  of  the  volume  of  LBO  transactions 
underwritten  by  commercial  banks  comes  from  Loan 


Pricing  Corporation,  a  private  database  service.  The 
Loan  Pricing  Corporation  database,  which  is  not 
exhaustive,  lists  about  380  LBO  loans  at  commercial 
banks  as  of  December  1988,  totaling  slightly  less  than 
$80  billion.  Those  data  are  gathered  from  reports  filed 
with  the  Securities  and  Exchange  Commission  by  pub¬ 
licly  held  companies. 

The  $80  billion  figure  reported  by  the  Loan  Pricing 
Corporation  represents  the  amount  of  the  banks’  orig¬ 
inal  loan  commitments.  The  banks  reporting  the  com¬ 
mitments  are  usually  part  of  a  syndication  group  that 
sells  participations  in  the  financing  to  others,  including 
foreign  banks.  Thus,  the  $80  billion  figure  does  not 
represent  the  book  value  of  LBO  financing  actually  held 
by  U.S.  commercial  banks  as  of  December  1988; 
rather,  it  represents  the  volume  of  the  commercial  bank 
loan  commitments  reported  to  the  SEC  and  interpreted 
by  Loan  Pricing  Corporation  as  LBO  financings. 

Although  these  amounts  are  large,  the  total  volume  of 
LBO  loan  commitments  reported  by  Loan  Pricing  Cor¬ 
poration  represents  less  than  3  percent  of  the  total 
assets  of  U.S.  commercial  banks.  Moreover,  in¬ 
volvement  in  highly  leveraged  transaction  financing  to 
date  has  been  limited  to  a  small  number  of  multinational 
and  regional  banks,  and,  using  a  broad  definition  of 
HLTs,  averages  less  than  10  percent  of  their  loan 
portfolios.  Based  on  discussions  with  national  banks 
active  in  HLT  lending,  it  appears  that  the  vast  majority 
of  the  largest  HLT  lenders  restrict  their  holdings  of 
loans  to  any  particular  firm  involved  in  a  HLT  to  a 
maximum  of  $50  million. 


Potential  Risks  in  HLT  Lending  By  Commercial 
Banks 

Lending  to  highly  leveraged  corporations,  like  any 
extension  of  credit,  involves  risks.  The  more  debt  a  firm 
has,  other  things  being  equal,  the  more  vulnerable  it  is 
to  distress  stemming  from  a  decrease  in  its  revenues. 
That  observation  has  caused  concern  that  an  eco¬ 
nomic  downturn  or  other  economic  shock  could  lead  to 
a  large  number  of  bankruptcies  among  highly  lever¬ 
aged  corporations  and  result  in  major  losses  to  their 
lenders,  including  commercial  banks. 

The  sensitivity  of  a  leveraged  firm’s  ability  to  service  its 
debt  under  a  variety  of  circumstances  is  a  valid  con¬ 
cern  and  one  that  appears  to  be  generally  recognized 
by  those  who  engage  in  highly  leveraged  transactions 
Many  firms  involved  in  HLTs  have  characteristics  that 
reduce  their  vulnerability  to  business  cycles,  including 
low  capital  investment  and  R&D  requirements,  steady 
cash  flows,  and  stable  demand  Moreover,  the  firms 
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that  engage  in  HLTs  frequently  have  free-standing 
units,  often  undervalued,  which  can  be  sold  to  reduce 
the  debt  load. 

When  we  consider  whether  bank  participation  in  HLT 
financing  is  consistent  with  safety  and  soundness  prin¬ 
ciples,  there  are  two  key  questions 

First,  can  banks  correctly  evaluate  the  risk  in¬ 
volved  in  financing  a  highly  leveraged  trans¬ 
action?  That  is,  can  they  accurately  judge  the 
ability  of  the  borrower  to  service  its  debt  through¬ 
out  the  range  of  business  conditions  the  firm  can 
be  expected  to  face  over  the  life  of  the  loan7 

And  second,  are  those  risks  acceptable,  or  can 
they  be  reduced  to  an  acceptable  level  through 
risk-sharing  with  other  banks  and  portfolio  diver¬ 
sification? 

The  most  significant  source  of  risk  in  highly  leveraged 
transactions  is  the  possibility  that  competing  bidders 
will  over-value  a  firm's  assets,  and  as  a  result,  assume 
more  debt  than  the  firm  can  service.  The  principal 
protection  against  overlending  to  HLT  firms  is  a 
thorough  examination  of  the  target  firm's  assets  and 
earnings  history  by  the  banks  involved  in  financing  the 
transaction.  That  is  essentially  the  process  banks  go 
through  in  evaluating  all  commercial  loans,  but  on  a 
much  larger  scale;  HLT  financing  requires  a  high  level 
of  financing  expertise,  pricing  sophistication,  and  ex¬ 
pert  analytical  skills. 

Credit  risk  cannot  be  eliminated.  It  can  be  managed, 
however,  by  carefully  underwriting  and  by  diver¬ 
sification.  A  properly  managed  HLT  portfolio,  con¬ 
sisting  of  loans  to  a  wide  variety  of  firms  in  many 
industries  and  regions  can  substantially  reduce  a 
bank's  exposure  to  cyclical  declines. 

In  addition  to  credit  risk,  banks  that  originate  financing 
for  highly  leveraged  transactions  may  be  exposed  to 
distribution  risk.  This  includes  the  risk  that  the  orig¬ 
inating  bank  will  have  difficulty  finding  secondary  buy¬ 
ers  for  HLT  debt,  and  either  be  forced  to  offer  more 
generous  credit  terms  (cutting  into  its  own  returns),  or 
be  left  holding  more  of  its  initial  loan  commitment  than 
was  intended.  There  are  also  some  legal  risks  in  con¬ 
nection  with  the  distribution  of  this  debt.  For  example, 
loan  purchasers  may  seek  recourse  from  the  orig¬ 
inating  banks  if  a  transaction  sours. 

It  is  difficult  to  estimate  the  magnitude  of  distribution 
risk,  because  the  system  that  has  arisen  for  syndicating 
and  distributing  HLT  debt  has  not  yet  been  seriously 
tested,  either  by  a  shortage  of  willing  lenders  or  by  legal 
challenge.  Our  current  efforts  are  aimed  at  ensuring 
that  banks  proceed  cautiously,  and  pay  close  attention 


to  the  availability  of  syndication  resources  and  sec¬ 
ondary  lenders  before  making  loan  commitments 

Another  risk  of  particular  concern  to  the  OCC  is  the 
possibility  that  conflicts  of  interest  may  arise  when  a 
banking  company  participates  in  more  than  one  tier  of 
financing  in  a  single  highly  leveraged  transaction  For 
example,  it  is  possible  that  a  bank  holding  company’s 
equity  interest  in  a  borrower  could  conflict  with  a  sub¬ 
sidiary  bank’s  obligations  to  an  entity  that  is  purchasing 
senior  debt  of  the  same  borrower  The  OCC's  exam¬ 
ining  circular  on  highly  leveraged  transactions,  which  I 
mentioned  at  the  beginning  of  this  statement,  specific¬ 
ally  instructs  examiners  to  make  a  determination  of  the 
adequacy  of  a  bank’s  procedural  safeguards  against 
such  conflicts  of  interest 

Existing  Regulatory  Controls  on  Bank  HLT 
Financing 

Before  I  describe  the  specific  steps  the  OCC  has  taken 
to  assess  how  well  banks  manage  the  risks  involved  in 
financing  highly  leveraged  transactions,  it  is  important 
to  note  the  existing  regulatory  and  supervisory  controls 
on  the  credit  exposures  of  all  national  banks.  The  OCC 
regulates  and  supervises  the  risk  exposure  of  national 
banks  in  two  basic  ways.  First,  federal  statutes  and 
regulations  define  permissible  bank  assets  and  lend¬ 
ing  practices.  Second,  we  use  examinations  and  other 
supervisory  procedures  to  check  compliance  with 
these  statutes  and  regulations,  to  review  investment 
and  loan  policies,  and  to  examine  the  quality  of  the 
assets  in  national  bank  portfolios,  and  to  ensure  that 
banks  are  valuing  those  assets  properly  on  their  bal¬ 
ance  sheets. 

Federal  Statutes  and  Regulatory  Rulings 

A  number  of  federal  statutes  impose  controls  on  bank 
exposure  to  highly  leveraged  transactions.  The 
lending-limit  provision  of  12  USC  84  restricts  un¬ 
secured  loans  to  a  single  borrower  to  1 5  percent  of  the 
bank's  capital  and  surplus;  loans  secured  by  readily 
marketable  collateral  are  permitted  up  to  an  additional 
10  percent 

The  securities  provisions  of  12  USC  24  and  the  OCC’s 
supporting  regulations  in  12  CFR  1  govern  the  invest¬ 
ment  securities  powers  of  national  banks  National 
banks  are  not  permitted  to  hold  equity  securities  and 
are  permitted  to  hold  only  investment-grade  debt  se¬ 
curities.  That  group  generally  includes  investment  se¬ 
curities  with  the  four  highest  rating  grades  and  unrated 
securities  of  equivalent  quality.  Thus,  national  banks 
are  prohibited  from  holding  most  high-yield  debt  se¬ 
curities  often  involved  in  highly  leveraged  transactions 

In  addition,  the  OCC  issues  circulars  and  bulletins  to 
our  examiners  and  to  executives  of  national  banks  to 
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notify  them  of  our  concerns  about  banking  risks,  and  to 
offer  suggestions  for  managing  them  For  example,  to 
reinforce  the  prohibition  against  holding  less-than- 
investment  grade  securities,  the  OCC  in  May  1985 
issued  Banking  Bulletin  85-12  concerning  high-yield 
("junk  ')  bonds,  that  bulletin  stated  that  national  bank 
commitments  to  acquire  such  securities  will  be  viewed 
as  violations  of  12  USC  24  and  12  CFR  1. 

Another  issuance,  OCC  Banking  Circular  181,  issued 
in  August  1984,  covers  risks  that  may  arise  in  con¬ 
nection  with  redistributing  credits  throughout  the  bank¬ 
ing  system— one  of  the  risks  that  arises  in  HLT  financ¬ 
ings.  Banking  Circular  181  describes  a  number  of 
controls  that  we  believe  are  appropriate  for  bank  buy¬ 
ers  of  loans  and  participations.  These  include,  but  are 
not  limited  to:  (i)  written  lending  policies  and  pro¬ 
cedures  regarding  distributed  credits;  (ii)  independent 
credit  analysis  by  the  purchasing  bank;  (iii)  agreement 
by  the  obligor  to  make  full  credit  information  available 
to  the  selling  bank;  (iv)  agreement  by  the  selling  bankto 
provide  that  information  to  the  purchaser;  and  (v)  writ¬ 
ten  documentation  of  recourse  arrangements  outlining 
the  rights  and  obligations  of  each  party. 

Bank  Examinations 

Aside  from  the  existing  statutes,  rulings,  and  super¬ 
visory  bulletins  that  guide  the  lending  and  investment 
powers  of  national  banks,  the  major  influence  we  have 
on  the  types,  maturity,  and  quality  of  credit  exposures 
held  by  national  banks  is  through  supervision.  In  a  bank 
examination,  loan  portfolios  are  evaluated  to  ensure 
that  the  bank  is  granting  the  loans  on  a  sound  and 
collectible  basis,  that  the  bank's  funds  are  being  in¬ 
vested  profitably  for  the  benefit  of  the  shareholders  and 
the  protection  of  the  depositors,  and  that  loans  are 
properly  valued  on  the  bank's  balance  sheet. 

Typically,  this  process  starts  with  a  review  of  the  bank's 
formal  lending  policies,  and  proceeds  to  an  examina¬ 
tion  of  the  quality  of  individual  loans,  with  the  greatest 
attention  given  to  the  larger  lines  of  credit.  The  most 
significant  factors  reviewed  include  the  payment  his¬ 
tory  on  the  loan,  the  borrower’s  financial  condition,  the 
quality  of  pledged  collateral,  and  the  completeness  of 
the  bank’s  loan  file  documentation  Credits  determined 
to  have  excessive  risks  or  questionable  collection 
characteristics  are  then  classified  into  one  of  four  cat¬ 
egories  (special  mention,  substandard,  doubtful,  or 
loss),  and  the  results  of  the  examination  are  discussed 
with  management  and  directors. 

OCC  Survey  of  HLT  Financing  at  Major  National  Banks 

We  believe  that  the  risks  assumed  by  banks  engaged 
m  HL  r  lending  are  not  substantially  different  from  the 


risks  associated  with  other  types  of  bank  lending.  As 
with  other  types  of  bank  lending,  banks  can  adopt 
procedures  to  see  that  these  risks  are  properly  man¬ 
aged.  We  believe  that  we  have  at  our  disposal  the 
means  to  assess  how  banks  manage  those  risks.  To  do 
our  job  well,  however,  we  recognize  that  we  need  a 
greater  familiarity  with  the  particulars  of  HLT  lending  by 
national  banks.  In  essence,  we  need  information  that 
will  enable  us  to  answer  the  questions  posed  earlier:  do 
banks  really  understand  the  risks  they  are  assuming, 
and  are  banks  able  to  manage  those  risks  adequately7 

To  gather  that  information,  we  initiated,  in  the  spring  of 
1988,  a  study  of  leveraged  financing  activities  at  16  of 
the  largest  national  banks.  The  purpose  of  the  study 
was  to  assess  the  extent  and  types  of  HLT  financing  by 
these  national  banks,  and  to  see  what  specific  policies 
and  procedures  they  had  in  place  to  control  their  HLT 
exposure.  A  team  of  examiners  visited  each  bank  and, 
based  upon  a  series  of  interviews  with  senior  manage¬ 
ment,  prepared  a  profile  of  each  bank's  participation  in 
HLT  financing. 

Most  of  the  banks  surveyed  have  established  limits  on 
both  their  aggregate  HLT  exposure  and  on  individual 
transactions.  The  banks  tend  to  place  strict  limits  on  the 
amount  of  a  given  transaction  they  will  hold  for  their  own 
portfolio:  they  sell  down  their  initial  commitment  posi¬ 
tion,  using  networks  to  redistribute  portions  of  the 
transaction  to  other  investors.  The  banks  also  reported, 
based  on  their  internal  credit  classification  system,  that 
the  credit  quality  of  the  HLT  loan  portfolio  has  generally 
been  satisfactory  to  date;  classified  and  problem  loans 
have  not  been  excessive,  and  losses  have  been 
minimal. 

Although  these  findings  were  reassuring,  we  are  con¬ 
cerned  that  the  high  fees  and  returns  available  on  HLT 
loans  might  tempt  some  banks  to  commit  funds  to 
transactions  without  first  developing  standards  for 
evaluating  financing  risks,  or  without  placing  prudent 
limits  on  their  exposure  to  losses.  The  OCC’s  super¬ 
visory  response  to  bank  financing  of  highly  leveraged 
transactions  is  thus  taking  two  forms:  the  agency  will 
examine  the  process  by  which  national  banks  perform 
HLT  financing,  and  it  will  also  examine  the  credit  quality 
of  selected  highly  leveraged  transactions  themselves. 

Supervising  the  Process  of  HLT  Financing 

The  OCC’s  examination  procedures  focus  on  the  ade¬ 
quacy  of  the  bank’s  management  systems  and  control 
measures.  Although  we  perform  detailed  examinations 
of  a  bank's  actual  operations  and  practices  when  nec¬ 
essary,  our  examination  philosophy  is  that  the  best  way 
to  identify  self-perpetuating  managerial  weaknesses  is 
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through  an  analysis  of  the  processes  and  systems  a 
bank  uses  to  conduct  its  business. 

Accordingly,  a  bank's  policies  and  procedures,  and  its 
control  systems,  are  the  focus  of  OCC  Examining  Cir¬ 
cular  245  regarding  Highly  Leveraged  Transactions. 
That  circular,  issued  December  1 5, 1 988,  lists  detailed 
examination  guidelines  that  outline  how  we  believe 
banks  should,  at  a  minimum,  structure  the  process  of 
financing  HLTs.  It  was  distributed  not  only  to  all  OCC 
examination  personnel,  but  also  to  the  Chief  Executive 
Officers  of  all  national  banks. 

The  guidelines  begin  by  asking  whether  the  bank’s 
board  has  adopted  a  written  policy  statement  that 
clearly  (1)  defines  highly  leveraged  transactions,  (2) 
defines  the  bank's  philosophy  toward  HLT  financing, 
and  (3)  outlines  the  bank’s  objectives  in  providing  the 
service.  Equally  important  is  whether  the  board  has 
approved  a  separate  lending  policy  that  covers  the 
process  of  approving  and  reporting  HLT  exposures. 
The  guidelines  note  that  a  good  lending  policy  will 
specify  control  mechanisms,  underwriting  criteria,  and 
regular  review  of  the  HLT  portfolio  by  line  management. 
Examiners  are  also  asked  to  evaluate  the  ability  of 
management  information  systems  to  record  and  moni¬ 
tor  the  HLT  exposure,  screen  the  portfolio  for  loan 
concentrations  by  industry,  and  track  changes  in  risk 
ratings  of  individual  loans. 

Because  HLT  financings  are  often  syndicated  to  a 
large  number  of  banks  throughout  the  United  States 
and  the  world,  the  OCC,  pursuant  to  our  guidelines, 
expects  both  originating  and  purchasing  banks  to 
adopt  formal  policies  and  procedures  covering  the 
sale  and  distribution  and  purchase  of  participations  in 
such  transactions.  Management  and  the  board  of  di¬ 
rectors  are  expected  to  ensure  full  compliance  with  the 
OCC’s  guidelines  governing  asset  participations  and 
purchases  as  detailed  in  the  previously  mentioned 
OCC  Banking  Circular  181.  They  must  also  establish 
policies  to  review  legal  and  regulatory  issues  associ¬ 
ated  with  HLT  financing.  Examiners  must  assess  the 
bank’s  internal  review  of  its  HLT  portfolio,  which,  at  a 
minimum,  should  include  an  annual  review  of  all  HLT 
credits  as  a  separate  portfolio,  to  supplement  the 
bank’s  normal  management  control  process.  Further, 
examiners  are  directed  to  assess  how  the  bank  incor¬ 
porates  the  risks  related  to  HLT  financing  into  its  de¬ 
termination  of  the  adequacy  of  the  loan  loss  reserve. 

The  OCC  has  kept  examination  staff  on  full-time  duty  at 
the  country's  1 1  largest  national  banks  for  the  last 
several  years.  That  continuous  presence  provides  us 
with  greater  knowledge  of  the  day-to-day  managerial 
decisions  at  these  complex  institutions  than  would 
otherwise  be  available.  In  doing  so,  it  increases  our 


sensitivity  to  the  general  condition  of  those  institutions 
This  on-site  monitoring  program  has  increased  our 
predictive  capability  in  the  supervision  of  the  nation's 
largest  banks  and  has  quickened  our  response  to 
problems  at  some  institutions. 

OCC’s  permanent  on-site  staff,  along  with  other  senior 
examiners,  is  scheduled,  over  the  next  several  months, 
to  start  targeted  examinations  of  the  HLT  lending  pro¬ 
cess  at  the  largest  banks.  We  have  also  scheduled 
similar  examinations  at  major  regional  banks 

Supervising  the  Credit  Quality  of  HLT  Financing 

The  second  type  of  supervisory  function  performed  by 
the  OCC  concerning  bank  financing  of  HLTs  involves 
examining  the  credit  quality  of  selected  transactions. 

As  indicated  previously,  once  a  year,  the  OCC,  to¬ 
gether  with  the  FDIC  and  the  Federal  Reserve  System, 
performs  a  joint  supervisory  review  of  all  loans  within 
the  system  of  insured  depository  institutions  that  qualify 
as  Shared  National  Credits.  Each  Shared  National 
Credit  is  reviewed  at  one  institution — usually  the  agent 
bank — and  the  credit  quality  rating  assigned  by  exam¬ 
iners  is  reported  to  all  participating  institutions.  Those 
ratings  are  subsequently  used  in  examinations  of  the 
participating  banks,  avoiding  duplicate  reviews  of  the 
same  loan  and  ensuring  consistent  treatment  of  all 
banks  participating  in  the  credit. 

We  think  most  HLT  financings  currently  qualify  as 
Shared  National  Credits,  and  this  year  we  have  made 
minor  modifications  to  the  Shared  National  Credits 
system  in  order  to  refine  bank  reporting  of  those  loans. 
Another  modification  will  permit  us  to  capture  both  the 
banks’  outstandings  on  HLT  financings  as  well  as  their 
total  commitments. 

During  the  credit  examination  of  these  loans,  exami¬ 
ners  will  assign  each  loan  to  one  of  five  categories: 
pass,  special  mention,  substandard,  doubtful,  and 
loss.  When  the  results  are  compiled  into  our  Shared 
National  Credit  database,  we  will  have  a  more  detailed 
picture  of  both  the  quantity  and  the  quality  of  HLT 
financing  provided  by  banks.  For  example,  each  credit 
will  carry  a  standard  industrial  classification  code  so 
we  will  be  able  to  quantify  the  aggregate  degree  of 
diversification  in  national  bank  HLT  portfolios.  The 
credit  ratings  assigned  by  the  examiners  will  also  per¬ 
mit  us  to  measure  the  credit  quality  of  bank  HLT 
exposures. 

Conclusion 

We  recognize  that  HLT  financings,  if  improperly  man¬ 
aged,  could  expose  banks  to  risks  that  are  inconsistent 
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with  principles  of  safety  and  soundness,  but  so  can 
other  types  of  financing  The  challenge  facing  bankers 
who  engage  in  HLT  financing  is  to  develop  policies  and 
procedures  that  will  enable  them  to  assess  the  risks  in  a 
particular  transaction  accurately  and  to  diversify  the 
risk  if  they  decide  to  participate  in  the  transaction. 

Bank  supervisors  must  ensure  that  risk-taking  by  banks 
stays  within  prudent  limits.  If  a  bank  does  not  have 
adequate  lending  policies  or  does  not  accurately  value 
its  loans,  we  will  take  action  to  make  sure  that  they  do. 
But  bank  supervisors  must  avoid  actions  that  are  too 
sweeping  Blanket  restrictions  on  lending  to  highly 
leveraged  firms,  rather  than  allowing  banks  to  assess 


potential  risks  and  make  decisions  based  on  those 
assessments,  would  penalize  sound  credits  along  with 
risky  ones  It  could  also  impede  bank  lending  to  small 
businesses,  as  many  small-business  loans  involve 
leverage  ratios  similar  to  those  in  the  highly  publicized 
leveraged  buyouts. 

In  the  final  analysis,  we  must  keep  in  mind  that  HLT 
loans  are  not  fundamentally  different  from  other  types 
of  bank  lending.  As  with  any  loans,  some  are  riskier 
than  others.  The  role  of  a  commercial  bank  is  to  assess 
risks  and  decide  which  credits  it  wants  to  extend.  Our 
job  as  bank  supervisors  is  to  ensure  that  those  de¬ 
cisions  are  made  on  a  sound  basis. 


Remarks  by  Robert  L.  Clarke,  Comptroller  of  the  Currency,  before  the  Credit  Union 
National  Association,  Washington,  D.C.,  February  6,  1989 


One  night  a  fellow  who  had  had  just  a  little  too  much  to 
drink  was  taking  a  shortcut  home  across  a  graveyard 
when  he  fell  into  a  freshly  dug  grave.  It  had  been 
raining,  so  the  mud  on  the  sides  of  the  grave  was  slick. 
He  kept  slipping  back  when  he  tried  to  climb  out.  He 
yelled  for  a  while  and  nobody  heard  him.  So  he  finally 
got  tired  and  just  sat  over  in  a  corner,  and  went  to  sleep 

Another  fellow  in  the  same  condition  came  along  dur¬ 
ing  the  night  and  fell  in  there  with  him.  He,  too,  started 
trying  to  climb  out,  without  much  luck.  Until  the  first 
fellow  woke  up.  He  watched  the  second  guy  jumping, 
clawing  at  the  mud,  trying  to  get  out  of  there,  until  the 
guy  got  tired  and  stood  in  silence  for  a  second.  Then  he 
spoke  from  his  dark  corner  and  said:  “Might  as  well 
relax,  buddy,  you'll  never  get  out  of  this  place.”  But  he 
did. 

Fear  can  be,  and  often  is,  a  powerful  and  beneficial 
motivation  And  it  is  one  that  has  gotten  many  people 
out  of  a  hole  they’ve  fallen  into.  One  might  say  that  fear 
was  the  primary  force  behind  the  creation  of  much  of 
the  supervisory  structure  we  have  for  banking,  and  by 
extension,  for  the  other  depository  institutions,  we  have 
in  this  country. 

Fear  of  financial  concentration  brought  down  the  Sec¬ 
ond  Bank  of  the  United  States  in  1833  and  promoted 
the  creation  of  state-chartered  institutions  in  the  fol¬ 
lowing  decades  Fear  that  no  market  would  soon  exist 
for  the  Federal  government  securities  issued  to  finance 
the  Civil  War  led  to  the  creation  of  the  national  banking 
system  and  the  Office  of  the  Comptroller  of  the  Cur- 
renoy  n  1863  Fear  of  future  financial  panics  like  that  of 


1907,  which  was  significantly  worsened  by  a  lack  of 
liquidity,’ led  to  the  creation  of  the  Federal  Reserve 
System  in  1913.  Fear  of  bank  runs  like  those  of  the  early 
1930s  led  to  the  creation  of  the  Federal  Deposit  Insur¬ 
ance  Corporation  in  1933.  To  close  the  circle,  fear  of 
large  financial  conglomerates  and  financial  con¬ 
centration  led  to  the  Bank  Holding  Company  Act  of 
1956.  And  since  then,  fear  of  one  thing  or  another  has 
led  to  other  legislative  acts  that  either  lessened  or 
increased  what  banks  could  do  and  where  they  could 
do  it. 

Looking  ahead  to  the  coming  decade,  I  believe  that  it  is 
safe  to  say  that  fear  will  continue  to  play  a  major,  and 
perhaps  the  major,  role  in  shaping  how  banks,  thrift 
institutions  and,  yes,  credit  unions,  are  supervised  in 
the  United  States.  And  I  believe  that  fear  will  ensure  that 
the  general  climate  of  supervision  for  all  types  of  de¬ 
pository  institutions  will  be  the  same:  a  greater  em¬ 
phasis  on  supervision,  but  an  emphasis  that  does  not 
have  to  lead  to  reregulation. 

I  am  here  this  morning  to  explain  what  I  mean  by  that. 
There  is  one  iron  law  of  history  in  Washington:  what 
goes  around  comes  around.  In  terms  of  depository 
institution  supervision,  the  contamination  from  the  sav¬ 
ings  and  loan  crisis  is  now  going  around  and  it  will  soon 
come  around  for  banks  and  credit  unions  with  a  force 
like  that  of  the  latest  strain  of  the  flu. 

Fear  that  a  similar  crisis  will  occur  elsewhere  will 
prompt  some  policy  makers,  and  others,  to  call  for  a 
"regulatory  clamp  down"  on  the  business  of  other  de¬ 
pository  institutions,  a  call  to  limit  what  they  can  do  and 


where  they  can  do  it.  It  would  be  like  putting  a  patient 
suffering  from  arthritis  on  a  900-calorie-a-day  diet  just 
because  the  guy  in  the  next  bed  has  a  weight  problem. 

The  problem  with  the  thrifts  was  not  that  they  were 
under  regulated.  The  problem  was  that  they  were 
undersupervised,  in  terms  of  both  structure  and 
oversight 

In  terms  of  structure,  fundamental  protections  —  such 
as  the  so-called  “firewall”  provisions  that  have  been 
discussed  in  the  context  of  banking  reform  —  were 
essentially  ignored  when  the  thrifts  were  granted  wider 
freedom  to  operate. 

In  terms  of  oversight,  there  simply  wasn’t  enough,  and 
what  oversight  there  was  was  inadequate. 

In  short,  a  lack  of  supervision,  rather  than  a  lack  of 
regulation,  created  the  conditions  under  which  a  few 
problems  were  allowed  to  grow  until  they  threatened 
the  existence  of  an  entire  industry.  Finally,  the  crisis 
was  recognized,  and  supervision  greatly  improved,  but 
the  severity  of  the  problems  was  so  great  that  progress 
in  dealing  with  them  has  been  slow  in  coming. 

As  a  bank  supervisor,  I  believe  that,  with  the  exception 
of  ferreting  out  fraud  and  other  criminal  acts,  bank 
supervision  comes  down  to  answering  three  simple 
questions:  Does  bank  management  know  and  under¬ 
stand  what  it  is  doing?  Do  supervisors  have  a  handle  on 
what  bank  management  is  doing?  Can  supervisors 
change  things  if  we  find  that  what  bank  management  is 
doing  isn't  consistent  with  safe  and  sound  banking 
practices? 

If  the  answers  to  these  questions  are  "yes,”  then  super¬ 
vision  is  sufficient.  If  the  answer  to  any  question  is  “no,” 
then  supervision  is  insufficient.  It  is  clear  to  me  that,  in 
the  past,  the  answer  to  at  least  one,  and  perhaps  all,  of 
those  questions  in  regard  to  thrifts  was  “no.” 

But,  as  the  demands  for  reregulation  to  prevent  the 
savings  and  loan  crisis  from  recurring  elsewhere  rise, 
more  than  abstract  argument  will  be  needed  to  avoid  a 
regulatory  clamp  down.  All  the  rationality  in  the  world 
won’t  keep  someone  from  believing  the  irrational,  or  the 
impossible,  if  he  or  she  wants  to  believe  it. 

As  the  parent  of  an  1 8-year-old  who  is  about  to  go  off  to 
college,  I  can  identify  with  the  experience  of  the  ir¬ 
rational  and  the  impossible  that  a  fellow  out  in  West 
Texas  had  several  years  ago  when  he  sent  his  son  off  to 
Texas  A&M  University.  He  gave  the  lad  some  spending 
money,  but  he  didn't  know  how  wild  he  was.  A  few 
weeks  at  school  and  the  son  was  hard  up  for  money.  He 
dreamed  up  a  little  story  to  milk  some  more  funds  from 
his  dad 


He  wrote  his  father  and  said,  “Dad.  this  university  does 
a  lot  of  experimental  work  with  animals  and  after  I  told 
tham  about  Old  Blue,  why,  they  believe  they  could 
teach  him  to  read  and  write  If  you’ll  send  him  on  the 
train,  with  about  $3,000,  I’ll  enroll  him  in  the  school 

The  father  thought  it  would  be  fun  to  have  a  dog  that 
could  read  and  write,  so  he  sent  Old  Blue  to  his  son. 
along  with  $3,000,  which  was  blown  away  pretty 
quickly. 

So  the  son  wrote  home  again.  “Dad,  Old  Blue  has 
learned  to  read  and  write.  He’s  a  whiz!  Fact  is,  he’s  so 
good  they  think  they  can  teach  him  to  talk.  Please  send 
$3,000  more."  The  boy’s  father  got  to  thinking  about  the 
fun  he'd  have  showing  that  dog  off  down  at  the  store,  so 
he  sent  the  $3,000. 

About  three  week  later,  after  the  dynamite  long  week¬ 
end  over  Thanksgiving  in  the  Bahamas,  the  son  was 
broke  again.  “Dear  Dad."  he  wrote,  "Old  Blue  is  doing 
so  good  that  they  even  think  they  could  teach  him 
advanced  economics.  Please  send  $3,000  and  I’ll  en¬ 
roll  him  in  a  couple  of  graduate  courses."  Now  the 
thought  that  he  could  have  a  dog  that  talked  like  Louis 
Rukeyser  really  tickled  the  father’s  fancy,  so  he  sent  the 
money  off  and  began  to  boast  about  his  wonder  dog  all 
over  town. 

Christmastime  rolled  around,  and  the  whole  town  went 
with  the  father  to  the  train  station  to  pick  up  his  son  and 
his  dog.  The  boy  stepped  off  the  train  alone.  “Where's 
Old  Blue?"  asked  the  father.  “Dad,”  the  boy  said,  "wait 
till  we  get  in  the  pickup.  I’ll  tell  you  all  about  it  "But 
son,”  the  father  protested,  “everybody's  here  to  see 
Old  Blue  .  .  .  your  aunts  and  uncles,  cousins,  neigh¬ 
bors.  Where  is  he?”  ‘Til  tell  you  in  the  pick-up.  Come 
on." 

When  they  were  alone,  the  frustrated  father  said,  "Now 
son,  tell  me  about  Old  Blue."  “Well,”  said  the  son,  “this 
morning  we  were  getting  ready  to  leave.  I  was  standing 
in  the  bathroom  shaving  and  Old  Blue  was  sitting  on  the 
floor  reading  the  Wall  Street  Journal.  He  looked  up  at 
me  and  said,  ‘Do  you  think  your  old  man  is  still  fooling 
around  with  that  young  schoolteacher7'  I  tell  you,  Dad. 
it  made  me  so  mad  I  just  took  that  razor  and  cut  his 
throat  with  it.”  The  father  sat  in  silence  for  a  moment, 
cleared  his  throat  and  asked:  "Son.  are  you  right  sure 
he's  dead?” 

Yes,  all  the  rationality  in  the  world  won’t  keep  someone 
from  believing  the  irrational,  or  the  impossible,  if  he  or 
she  wants  to  believe  it. 

Action  is  necessary.  In  the  context  of  depository  insti¬ 
tution  supervision  in  the  coming  decade,  concrete 
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action  by  the  supervisors  will  be  necessary  to  assure 
nervous  policymakers  that  we  have  a  handle  on  what 
the  managements  of  depository  institutions  are  doing, 
and  that  they,  in  turn,  know  and  understand  what  they 
are  about. 

At  the  OCC,  we  have  been  laying  the  foundation  for 
banking  supervision  in  the  1990s  over  the  last  3  years 
by  taking  action  that  will  achieve  those  goals.  Looking 
ahead,  we  saw  that  we  soon  would  not  have  the  luxury 
of  concentrating  on  problem  resolution.  Supervisory 
problems  were  growing  more  complex,  more  time- 
consuming  and  more  expensive  at  a  rate  far  faster  than 
our  resources  were  growing.  Further,  we  believed  that 
we  had  a  responsibility  to  take  the  most  efficient  course 
available  in  performing  our  mission.  And  problem  pre¬ 
vention,  we  concluded,  was  far  more  efficient  than 
problem  resolution.  After  all,  a  problem  solved  in  its 
infancy  is  a  problem  that  neither  bankers  nor  super¬ 
visors  have  to  devote  substantial  resources  to  solving 
later. 

So  our  approach  to  supervision  shifted.  We  are  still 
tough  where  we  need  to  be  tough:  ferreting  out  fraud 
and  insider  abuse  and  inept  management,  and,  in  fact, 
in  some  of  these  areas,  we  have  become  tougher.  We 
still  examine  banks  —  and  in  the  course  of  those 
examinations  we  continue  to  find  problems  after  they 
occurred  —  and  we  continue  to  devote  substantial 
resources  to  correcting  those  problems.  But  we  have 
tried  to  go,  and  have  gone,  beyond  those  fundamental 
supervisory  activities  to  preventive  supervision. 

For  example,  so  that  we  could  discover  and  track 
systemic  problems  earlier,  we  dramatically  increased 
our  offsite  analysis  of  financial  data,  looking  for  such 
warning  signs  as  rapid  growth,  concentrations,  and 
sudden  significant  downturns  in  income. 

For  the  same  purpose,  we  also  increased  our  use  of 
targeted  examinations,  examinations  in  such  areas  as 
energy,  real  estate,  and  highly  leveraged  transactions. 
We  release  the  data  from  these  fact-finding  efforts  to  all 
banks,  so  that  other  bankers  can  avoid  the  problems 
that  some  bankers  have  fallen  into. 

We  also  recognized  that,  in  our  democratic  system,  the 
basic  characteristic  of  any  preventive  strategy  is  edu¬ 
cation,  not  just  in  the  school  sense  of  the  word,  but  in 
the  sense  of  raising  people’s  consciousness  and  the 
general  level  of  knowledge. 

We  realized,  for  example,  that  the  active  participation 
of  informed  directors  was  crucial  to  the  success  of  a 
bank  So,  we  produced  a  book  on  the  duties  and 
responsibilities  of  bank  directors,  and  how  to  dis¬ 
charge  them,  and  distributed  more  than  100,000 


copies  of  it.  Every  person  who  sits  on  the  board  of 
directors  at  a  national  bank  received  a  copy  of  this 
book  We've  sent  copies  to  many  directors  of  state 
banks  as  well.  And  we’ve  made  senior  staff  available  to 
discuss  the  subject  of  director  responsibility  at  meet¬ 
ings  and  seminars  across  the  country. 

In  addition  to  the  directors’  book,  we  have  also  con¬ 
ducted  a  postmortem  analyzing  the  causes  of  failure  at 
national  banks  that  failed  over  a  10-year  period  We 
widely  broadcast  the  reasons  these  banks  failed.  And 
we  also,  in  an  example  of  preventive  supervision,  made 
some  suggestions  to  bankers  about  how  to  avoid  the 
problems  that  brought  down  their  former  colleagues. 

Similarly,  we  closely  analyzed  the  commercial  real 
estate  holdings  of  major  regional  banking  organ¬ 
izations  around  the  country.  And  we  advised  these 
organizations  and  others  on  the  trends  that  we  were 
observing  and  about  steps  that  should  be  taken  to 
prevent  losses  from  those  holdings. 

Just  last  week,  I  announced  that  we  would  soon  release 
a  report  on  highly  leveraged  transactions  at  10  multi¬ 
national  banks  and  six  of  the  regional  banking  compa¬ 
nies  that  we  supervise. 

The  report  will  discuss  these  activities  in  detail  and  we 
hope  that  it  will  show  new  bank  entrants  into  highly 
leveraged  activities  how  established  participants  have 
been  successful  at  them. 

At  bottom,  one  thread  ties  all  our  efforts  together:  It  is 
the  philosophy  that  banks  don’t  fail,  bankers  do.  Strong 
management  makes  strong  banks.  Weak  management 
makes  for  weak  banks.  And  managerial  weaknesses 
are  self-perpetuating. 

We  don’t  pretend  that  we  have  all  the  answers  about 
how  to  manage  a  bank  Nor  do  we  want  to  do  the 
managing.  That’s  for  the  bankers  to  do. 

We  just  want  to  emphasize  that  management  is  an 
active  process,  a  process  that  cannot  happen  unless 
the  proper  procedures  and  controls  are  in  place.  Our 
goal  is  to  see  that  banks  are  well  managed  all  day, 
every  day,  whether  or  not  we  are  in  the  bank.  You 
cannot  ensure  that  goal  is  reached  by  rules  and  regu¬ 
lations  alone. 

The  bank  supervisor  must  create  a  supportive  envi¬ 
ronment  for  it  to  happen.  Whether  our  concern  is  the 
health  of  an  individual  institution  or  the  health  of  the 
entire  banking  system,  the  first  step  in  improving  health 
is  to  promote  strong  management.  To  be  strong,  man¬ 
agement  must  be  aware  and  knowledgeable 
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So,  an  effective,  efficient  and  efficacious  approach  to 
bank  supervision  is  to  make  bankers  aware  of  the 
systemic  problems  that  may  affect  them  and  to  give 
bankers  the  knowledge  they  need  to  lessen  the  impact 
of  those  problems  or  to  avoid  them  all  together.  Of 
course,  in  monitoring  and  in  examinations  the  bank 
supervisor  checks  to  see  if  the  warnings  have  been 
heeded  and  the  information  absorbed.  And  if  not,  effec¬ 
tive  supervision  requires  corrective  action. 

I  believe  we  are  on  the  verge  of  a  regulatory  re¬ 
structuring  on  a  scale  not  seen  since  the  1 930s.  Official 
Washington  —  other  than  those  officials  whose  job  is  to 
follow  financial  events  along  —  is  just  now  measuring 
the  damage  that  awaits  attention.  But  all  agree  that  it's  a 
fearsome  toll. 

As  you  well  know,  your  institutions  will  be  affected  by 
the  outcome  of  the  government’s  response  just  as 
national  banks  will  be  affected.  But  fear  can  be  a 
productive  motivation  if  it  focuses  our  attention  and 
effort  onto  finding  a  creative  solution  to  the  problem. 


This  morning  I  hope  I’ve  given  you  some  insight  into 
how  the  OCC  is  searching  for  creative  solutions,  how 
we've  tried  to  lay  a  foundation  for  banking  supervision 
in  the  1 990s.  And  I  would  like  to  close  with  the  observa¬ 
tion  that  whether  the  regulatory  outcome  is  constructive 
or  destructive  will  depend  upon  whether  a  sober  as¬ 
sessment  is  made  of  the  situation 

Remember  the  fellow  who  jumped  out  ot  the  grave  at 
the  start  of  my  talk?  Several  weeks  later  he  again 
stumbled  out  of  the  local  tavern  and  decided  he'd  cut 
across  the  cemetery  and  take  the  shortcut  home.  It  was 
dark,  and  he  once  again  stumbled  into  a  freshly  dug 
grave.  He  couldn't  get  out.  So  he  started  yelling  at  the 
top  of  his  lungs.  The  other  guy  stumbled  out  of  the 
tavern  and  heard  him.  He  walked  cautiously  to  the 
edge  of  the  grave  and  looked  down.  “What's  the  mat¬ 
ter?”  he  asked.  The  first  guy  said:  "Lordy,  mister,  you 
got  to  help  me.  I'm  about  to  freeze  to  death  down  here!” 
“Why,  no  wonder!”  the  second  guy  said.  "You  ain't  got 
no  dirt  on  you." 

Sober  assessments  lead  to  appropriate  solutions. 


Remarks  by  Edwin  H.  Clock,  Deputy  Comptroller  for  International  Banking  and 
Finance,  before  the  California  Council  for  International  Trade,  San  Francisco, 
California,  February  7,  1989 


I  don’t  think  I  would  offend  any  member  of  this  group  by 
observing  that  markets  fill  me  with  a  sense  of  awe  and 
wonder.  Markets  bring  thousands,  and  sometimes  mil¬ 
lions,  of  producers  and  consumers,  and  savers  and 
investors,  together.  Markets  balance  their  interests  and 
meet  their  needs. 

At  one  extreme,  international  markets  perform  a  com¬ 
plex  function  with  sensitivity  and  swiftness  beyond  the 
capability  of  the  most  advanced  computers.  And  even 
at  the  other  extreme,  local  markets,  when  left  un¬ 
hampered,  operate  with  breathtaking  logical  clarity 
and  effectiveness  in  distributing  wealth. 

That  is  a  fact  that  Kaiser  Joseph  II  of  Austria  found  out 
many  years  ago.  Kaiser  Joseph  loved  to  mingle  with  his 
people  in  the  market  place.  One  day  he  asked  a  street 
vendor  the  price  of  two  eggs.  “Two  guilders,”  replied 
the  seller.  “You  are  crazy,”  said  the  Kaiser,  “are  those 
eggs  so  rare?”  “Eggs  are  common,”  replied  the  seller, 
“Kaisers  are  rare." 

Who  can  argue  with  that  analysis?  Markets  are  great 
distribution  networks,  but  that’s  not  all.  As  the  whole 
world  has  come  to  recognize  in  just  the  last  few  years, 


markets  are  the  most  efficacious  engine  ever  devised 
to  create  wealth. 

The  recognition  of  this  power  of  markets  led  to  the 
creation  of  the  European  Economic  Community,  the 
Common  Market,  in  1958.  The  power  of  markets  to 
create  wealth  sparked  the  dream,  then  the  goal,  of 
integrating  the  economies  of  widely  disparate  Euro¬ 
pean  Community  members. 

As  you  all  know,  that  goal  drew  close  3  years  ago  with  a 
renewed  push  to  remove  all  the  trade  barriers  among 
the  12  European  Community  member  states  and  pro¬ 
ceed  toward  unfettered  free  flow  of  goods,  services 
and  capital  by  1992.  In  other  words,  if  all  goes  as 
planned,  national  borders  within  the  European  Com¬ 
munity  will  cease  to  have  any  commercial  significance 
as  goods,  services  and  capital  will  circulate  among  the 
members  of  the  European  Community  as  easily  as  they 
now  circulate  among  the  states  of  the  United  States 

Indeed,  banking  services  will  move  even  more  freely 
within  the  European  Community,  because  U  S  banks 
still  face  restrictive  regulations  on  what  products  they 
can  offer  and  where  they  can  offer  them  —  regulations 
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that  won  t  exist  in  Europe,  1992  —  a  most  important 
point  that  I'll  return  to  in  a  moment. 

In  just  3  short  years,  if  the  schedule  is  maintained,  the 
European  Community  will  become  a  common  market  in 
fact  as  well  as  in  hope,  a  true  common  market  en¬ 
compassing  more  than  320  million  people.  In  other 
words,  a  market  almost  the  size  of  the  United  States 
and  Japan  combined  In  other  words,  the  largest  free 
trade  bloc  in  the  industrialized  world.  Which  is  all  well 
and  good,  all  things  being  equal 

The  U  S.  government  supports  the  creation  of  a  true 
common  market  in  Europe  for  several  reasons,  pri¬ 
marily  our  traditional  adherence  to  the  principles  of  free 
trade,  our  realization  that  the  creation  of  wealth  in 
Europe  will  benefit  everyone,  and  our  recognition  that  a 
more  prosperous  European  Community  will  be  a  better 
market  for  the  United  States. 

We  are  also  not  blind  to  the  fact  that  a  more  prosperous 
European  Community  will  strengthen  democracy 
around  the  world.  Yes,  this  movement  toward  a  true 
common  market  in  Europe  is  all  well  and  good,  all 
things  being  equal.  But  all  things  may  not  be  equal 
There  seems  to  be  at  least  a  potential  downside  to 
these  developments. 

As  the  plan  now  stands,  multinational  banks  head¬ 
quartered  in  the  United  States  might  find  themselves 
discriminated  against  in  the  European  common  market 
because  of  their  national  origin.  That  potential  discrimi¬ 
nation  is  a  matter  of  great  concern  for  the  banks  them¬ 
selves,  for  U  S.  government  policymakers,  and  for  all 
the  participants  in  the  international  marketplace,  for 
reasons  that  I  will  explain. 

But  before  I  do,  I  would  like  to  step  back  for  a  moment  to 
look  at  the  forces  that  3  years  ago  triggered  the  seem¬ 
ingly  sudden  movement  within  the  EC  toward  integra¬ 
tion  The  immediate  objective  of  the  single  internal 
market  is  to  make  Europe  more  competitive,  to  halt  its 
relative  decline  vis-a-vis  the  United  States  and  Japan. 
For  years,  the  growth  of  Europe  has  been  slower  than 
that  of  the  world’s  other  two  major  economic  regions.  At 
1 1  percent,  unemployment  in  the  EC  is  twice  as  high  as 
in  the  U  S.  and  four  times  as  high  as  Japan’s. 

Since  1979,  growth  in  the  U  S.  and  Japan  has  out¬ 
paced  that  in  the  EC  by  an  average  of  0.5  and  2.1 
percentage  points  a  year,  respectively.  From  1979  to 
1985  the  EC  lost  market  share  in  industrial  exports  to 
all  Organization  for  Economic  Cooperation  and  De¬ 
velopment  countries,  while  both  the  U  S  and  Japan 
increased  their  shares  in  the  same  period. 

By  1985,  European  policymakers  were  well  aware  that 
they  /vere  losing  ground  to  their  mam  industrial  country 


competitors.  They  assumed  that  creating  a  true 
European  common  market  would  improve  the  com¬ 
petitiveness  of  European  firms  And  when  you  look  at 
the  physical,  technical  and  fiscal  barriers  that  existed, 
and  which  in  many  cases  still  exist  among  the  EC’s 
member  states,  it  is  easy  to  understand  why  they  made 
that  assumption. 

For  example,  the  Dutch  electronics  giant  N.V.  Phillips 
makes  20  different  models  of  televisions  at  its  Belgian 
factory  to  conform  to  the  different  standards  in  EC 
countries.  And  say  that  it  wants  to  ship  one  of  those  TVs 
from  the  Netherlands  to  Genoa  by  truck.  Today,  that  trip 
would  average  about  1272  miles  an  hour.  Why  so 
slowly?  Because  of  hours-long  waits  at  border  cross¬ 
ings.  By  1 993,  that  trip  will  occur  at  least  three  times  as 
quickly,  about  the  same  speed  as  a  truck  carrying 
goods  across  the  United  States  would  achieve  today. 
Throughout  the  European  Community,  hundreds  of 
inefficiencies  like  border  crossings  hamper  trade. 

Cleaning  those  inefficiencies  up  is  a  Herculean  task  in 
more  ways  than  one.  The  EC  Commission  has  esti¬ 
mated  that  costs  to  member  states  attributable  to  dif¬ 
ferent  kinds  of  barriers  amount  to  about  $220  billion,  or 
6.5  percent  of  Community  GNP.  Reducing  those  costs 
would  give  a  big  boost  to  profits  at  EC  firms.  And  it 
would  bring  other  economic  benefits.  An  EC-funded 
study  of  the  expected  impact  of  an  integrated  market 
foresees  the  creation  of  at  least  two  million  new  jobs 
and  a  lowering  of  consumer  prices  over  the  medium- 
term  future  on  the  order  of  6  percent. 

So  here  you  have  it  —  European  policymakers  faced 
this  choice  3  years  ago:  Would  they  allow  the  economic 
decline  of  Europe  to  continue?  Or  would  they  decide  to 
form  an  internal  European  free  market,  a  move  that 
would  cut  producer  costs,  increase  profits,  cut  con¬ 
sumer  prices,  create  jobs  and  transform  Europe  into  a 
world-class  economic  power  on  par  with  the  United 
States  and  Japan?  It  wasn’t  exactly  a  damned-if-you- 
do-damned-if-you-don't  decision,  was  it? 

In  June  1985,  EC  members  adopted  a  White  Paper 
outlining  an  ambitious  plan  to  create  a  fully  integrated 
market  by  1992.  The  white  paper  contains  300  di¬ 
rectives  for  dismantling  barriers  to  flows  of  goods, 
services,  capital,  and  labor,  and  a  schedule  for  dis¬ 
mantling  each.  To  date,  action  has  been  taken  on 
almost  all  of  those  300  directives,  and  more  than  one- 
third  have  become  Community  Law. 

Now  I  know  you've  heard  from  experts  on  the  merchan¬ 
dise  trade  side  of  the  integration  efforts,  so  I  would  like 
to  spend  the  rest  of  my  time  today  focusing  on  the 
services  side,  and  particularly  on  financial  services 
banking  and  securities. 
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The  European  Community’s  program  to  establish  an 
integrated  market  in  financial  services  rests  on  five  key 
directives  —  which  are  in  various  stages  of  completion. 

The  two  most  important  of  these  are  the  Second  Bank¬ 
ing  Directive  and  the  Investment  Services  Directives. 
Neither  has  yet  been  adopted  by  the  EC  Council.  But, 
as  proposed,  both  would  totally  transform  the  financial 
services  industry  within  the  EC. 

The  Investment  Services  Directive,  in  short,  would  al¬ 
low  nonbank  firms  established  in  the  Community  to 
offer  securities  services  throughout  the  EC  by  January 
1,  1993.  The  Second  Banking  Directive  provides  that 
banks  may  engage  in  a  wide  variety  of  activities,  in¬ 
cluding  securities  activities,  throughout  the  EC. 

Under  a  single  banking  license  granted  by  a  bank's 
home  country,  a  bank  chartered  by  an  individual  mem¬ 
ber  would  be  permitted  to  engage  in  any  of  these 
activities  anywhere  in  the  EC  if  it  is  permitted  to  do  so  by 
its  home  country,  regardless  of  whether  the  activities 
are  authorized  for  domestic  banks  in  the  host  country. 
And  the  supervision  of  banks  chartered  in  the  EC  would 
be  subject  to  home  —  not  host  —  country  control  and 
authorization. 

What  would  be  the  likely  results  of  open  markets  and 
interstate  banking  in  the  European  Community?  We 
could  expect  to  see,  as  we  have  already  seen,  in¬ 
creased  merger  and  acquisition  activity  leading  to 
greater  concentration  in  an  already  concentrated 
marketplace. 

Of  course,  consolidation  would  make  for  bigger 
European  firms,  and  this  in  a  world  where,  of  the  25 
largest  banks,  1 2  are  Japanese,  1 2  are  European  and  1 
is  American  when  measured  by  assets.  Not  a  single 
U.S.  bank  ranks  among  the  top  25  when  measured  by 
market  capitalization.  This  consolidation,  in  turn,  would 
make  the  financial  services  industry  in  the  European 
Community  more  efficient,  dynamic  and  competitive. 

Why?  Banking  is  both  labor  and  capital  intensive,  and  it 
possesses  all  of  the  ingredients  to  take  advantage  of 
scale  economies.  The  increased  size  of  European 
Community  banks  is  likely  to  combine  with  increased 
efficiencies  to  bring  them  a  lower  cost  of  funds,  thus 
further  narrowing  the  spread  in  the  provision  of  finan¬ 
cial  services  products. 

To  put  all  this  in  a  nutshell:  The  Second  Banking  Di¬ 
rective  would  create  a  single  banking  market  through¬ 
out  the  Community  In  this  community,  a  bank  situated 
in  any  of  the  12  nations  would  automatically  have  the 
right  to  do  business  in  any  of  the  others  and  to  do  the 
types  of  business  set  forth  in  the  directive,  subject  to 


authorization  and  supervision  by  its  home  country 
rather  than  by  the  host  country. 

So  far,  so  good.  Indeed,  we've  been  trying  to  establish 
similar  freedom,  in  product  offering,  in  geographic 
branching,  for  U.S.  banks  within  the  United  States  for 
years  now.  And  within  the  U.S  we  treat  European 
banks  —  indeed,  all  foreign  banks  —  the  same  way  we 
treat  our  own  U.S.  banks:  in  my  opinion,  shoddily 

We  impose  restrictive  regulation  on  all  banks,  foreign 
and  domestic.  But  we  don't  discriminate,  Everyone 
gets  the  same  raw  deal.  In  doing  so,  we  operate  under 
a  widely  recognized  principle  called  "national  treat¬ 
ment." 

There  are  two  different  policies  that  any  nation  may 
adopt  in  dealing  with  "foreign”  commercial  institutions: 
“national  treatment"  and  "reciprocity.”  As  we  have 
seen,  “national  treatment”  simply  means  that  each 
nation’s  banks  may  operate  in  other  nations  subject  to 
the  laws  of  the  hosts.  For  example,  German  banks 
doing  in  the  U.S.  what  a  U.S.  bank  may  do,  and  a  U.S. 
bank  in  Germany  doing  what  a  German  bank  can  do. 
Reciprocity,  on  the  other  hand,  means  that  a  foreign 
bank  will  not  be  allowed  to  do  what  domestic  banks 
may  do  unless  the  foreign  bank's  home  nation  has  laws 
for  its  banks  that  parallel  the  laws  of  the  host  country. 

Sound  complicated?  It  is.  But  an  example  illuminates 
the  concept  clearly. 

Let’s  say  banks  in  Germany  can  sell  all  types  of  insur¬ 
ance  to  consumers.  Under  reciprocity,  U.S.  banks  in 
Germany  wouldn't  be  allowed  to  sell  insurance  at  all 
unless  U.S.  law  allowed  German  banks  to  sell  insur¬ 
ance  here,  regardless  of  the  fact  the  U.S.  banks  are  not 
allowed  to  sell  insurance  here,  either.  Now,  as  one 
might  expect,  some  EC  officials  are  proposing  to  use 
“reciprocity”  as  a  standard  for  granting  non-EC  coun¬ 
tries  access  to  the  emerging  European  integrated 
market. 

As  then-acting  Secretary  of  the  T reasury  Peter  McPher¬ 
son  pointed  out  in  a  talk  last  August  “the  proposed 
banking  and  investment  services  directives  state  that 
the  reciprocal  treatment  afforded  an  EC  financial  insti¬ 
tution  in  a  third-country  market  may  determine  whether 
firms  from  that  third  country  will  be  permitted  access  to 
an  integrated  European  market  for  financial  services  ’ 

To  put  this  less  diplomatically,  if  the  European  Com¬ 
mission  believes  that  banks  from  an  EC  nation  are  not 
receiving  reciprocal  treatment  from  a  non-EC  country, 
it  reserves  the  right  to  deny  applications  from  banks 
headquartered  in  that  country  to  obtain  an  EC  banking 
license  or  to  acquire  an  ownership  interest  in  a  Com- 
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mumty  bank  Furthermore,  according  to  the  Second 
Banking  Directive,  when  non-EC  banks  apply  to  one  of 
the  EC's  regulatory  authorities  for  a  single  banking 
license  for  a  local  subsidiary,  the  granting  of  the  license 
will  not  be  solely  the  decision  of  that  member  country. 
Other  EC  members  would  have  the  right  to  evaluate  the 
application  in  terms  of  the  adequacy  of  reciprocal 
arrangements  of  the  applicant's  home  country. 

At  the  very  least,  this  provision  would  impose  a  con¬ 
siderable  and  cumbersome  delay  on  a  U  S.  banking 
organization  between  the  time  it  decides  to  set  up  shop 
in  Europe  and  the  time  when  it  could  begin  operations, 
a  delay  while  the  EC  Commission  bureaucracy  pon¬ 
ders  an  application  and  construes  the  laws  of  home 
countries.  In  the  event  that  some  member  is  not  sat¬ 
isfied  with  the  degree  of  reciprocity,  the  host  country 
would  need  to  determine  what  measures  should  be 
taken  to  get  the  application  accepted.  Thus,  the  EC 
officials  would  be  responsible  for  evaluating  whether  a 
foreign  bank’s  home  country  grants  EC  banks  recipro¬ 
cal  treatment  and,  should  they  determine  that  it  is  not 
the  case,  for  proposing  remedial  action. 

The  danger  with  this  approach  is  that  differences  in 
national  regulatory  regimes  could  be  used  to  justify 
discrimination  against  foreign  firms.  Now  in  Europe 
after  1 992,  EC  banks  will  be  able  to  operate  regardless 
of  geographic  lines  and  will  be  able  to  offer  securities 
services.  The  U.S.,  on  the  other  hand,  has  laws  that 
prohibit  nationwide  interstate  banking  and  that  sep¬ 
arate  commercial  from  investment  banking.  What  will 
be  the  status  of  U  S.  banks  in  Europe  then?  No  one 
knows.  Lots  of  people  have  lots  of  different  opinions. 
And  these  opinions  differ  according  to  the  per¬ 
spectives  of  their  holders.  In  turn,  these  perspectives 
change  as  interests  shift. 

The  law  that  “interest  forms  perspective"  was  brought 
home  to  me  several  years  ago  when  I  took  my  1 3-year- 
old  nephew  out  on  the  town  for  a  big  night  to  celebrate 
his  birthday.  First  we  had  a  wonderful  supper.  Then  I 
made  the  mistake  of  taking  him  to  a  nightclub  The  floor 
show  began  and  I  blanched  as  the  dancers  came  out 
wearing  a  few  back  feathers  and  a  swatch  of  red  satin 
After  a  few  moments,  I  worked  up  the  courage  to 
glance  at  my  nephew  and  he  caught  my  eye.  “Uncle 
Ed,"  he  said  excitedly,  "do  you  see  what  I  see9”  I 
cleared  my  throat  and  whispered:  “What’s  that?"  And 
he  answered  “They're  wearing  my  school  colors.”  Yes, 
opinions  change  as  perspective  changes  as  interests 
change 

When  it  comes  to  Europe,  1 992,  some  observers  say  tht 
the  European  policymakers  are  themselves  divided  on 
fhe  question  of  reciprocity  versus  national  treatment, 
//ith  Northern  members  of  the  community  generally  in 


favor  of  national  treatment  and  some  Southern  mem¬ 
bers,  more  oriented  to  centralized  economic  policies, 
in  favor  of  reciprocity.  Other  observers  say  that  the 
Europeans  are  keeping  matters  as  uncertain  as  pos¬ 
sible  in  order  to  strengthen  their  hands  in  future 
bargaining. 

Some  say  that  the  hardliners  in  Europe  who  are  de¬ 
manding  reciprocity  are  aiming  the  policy  toward  the 
United  States.  Others  say  that  the  hardliners’  target  is 
really  Japan. 

Former  Comptroller  of  the  Currency  John  G.  Heimann, 
now  vice  chairman  of  Merrill  Lynch  Capital  Markets  in 
London,  puts  it  this  way:  "It  is  my  observation  that 
reciprocity  is  a  missile  aimed  at  Tokyo,  but  it  will  land  in 
New  York  and  explode  on  Capitol  Hill.” 

And  still  other  observers  suspect  that  the  reciprocity 
question  in  regard  to  financial  services  is  one  big  chip 
that  the  Europeans  are  keeping  in  their  hands  to  raise 
the  ante  when  all  the  world  players  negotiate  on  the 
wider  issues  of  world  trade. 

Lately,  European  officials  have  been  making  re¬ 
assuring  noises  to  the  effect  that  U.S.  institutions’  oper¬ 
ating  subsidiaries  in  the  Community  will  be  granted 
grandfather  rights.  Our  "free-traders”  may  have 
achieved  some  success.  As  late  as  last  summer,  EC 
officials  were  being  hard-line  in  negotiations,  insisting 
on  "mirror-image”  reciprocity.  In  October,  the  EC 
pledged  not  to  demand  that  U.S.  law  and  regulation 
reflect  European  law  and  regulation  exactly. 

Despite  this  “don’t  worry  —  be  happy”  language,  the 
considerable  ambiguities  surrounding  the  issue  — 
questions  such  as:  what  would  the  grandfather  rights 
be?  what  would  the  cut-off  date  be?  and  so  on  —  are  of 
significant  concern.  We  are  not  reassured.  Far  from  it. 

Of  more  concern  is  the  wider  issue  of  substituting  the 
principle  of  reciprocity  in  general  for  the  principle  of 
national  treatment,  national  treatment  having  governed 
European  bank  operations  in  the  U.S.  and  U.S.  bank 
operations  in  Europe  for  years. 

At  bottom,  the  problem  raised  by  the  spectre  of  re¬ 
ciprocity  in  financial  services  is  this:  In  our  eyes,  it 
makes  an  otherwise  attractive  event,  the  creation  of  a 
European  integrated  market  less  than  attractive.  It  is  a 
fly  in  the  ointment,  an  obvious  flaw 

In  our  world  today,  the  exchange  of  finance,  informa¬ 
tion,  is  just  as  significant,  if  not  more  so,  than  the 
manufacture  and  exchange  of  goods  Imposing  a  re¬ 
ciprocity  test  on  non-EC  financial  service  providers 
would  affect  not  some  obscure  corner  of  the  global 


market.  It  would  distort  the  entire  global  market.  Finan¬ 
cial  services  are  not  commodities  like  beef  and  wine, 
pasta  and  olive  oil.  A  trade  war  in  those  commodities, 
and  others  like  them,  would  and  do  affect  a  relatively 
small  portion  of  the  economies  on  both  sides  of  the 
Atlantic. 

Financial  services,  however,  involve  institutions  that 
are  central  to  the  economies  on  both  sides  of  the 
Atlantic.  These  institutions  are  the  foundation  on  which 
those  economies  are  built. 

We've  never  had  a  trade  war  in  financial  services,  so  we 
don’t  know  what  the  results  would  be  exactly.  But  we  do 
know  that,  in  general,  they  would  be  potentially  dis¬ 
astrous  for  the  parties  involved.  Any  many  parties,  not 
just  governments,  are  involved.  At  the  beginning  of  last 
year,  more  than  660  foreign  banking  operations  owned 
by  260  foreign  banking  organizations  from  more  than 
60  countries  conducted  business  in  the  U.S.  And  there 
were  873  branches  of  147  U.S.  banks  in  operation  in  70 
foreign  countries. 

For  the  United  States,  tossing  financial  services  into  the 
trade  and  policy  pot  with  beef  and  wine,  pasta  and 
marmalade,  is  a  less  than  appetizing  prospect. 


If  the  EC  adopts  its  reciprocity  plan,  it  would  increase 
the  temptation  to  the  Europeans  to  do  just  that  And 
even  if  the  Europeans  did  not  fall  to  that  temptation, 
reciprocity  would  certainly  evoke  a  response  from  the 
U.S.  government  in  reaction  to  protectionist  pressure 

Frederick  II,  King  of  Prussia,  once  spied  a  foe  in  many 
former  battles  —  a  General  Landhohn  —  on  the  other 
side  of  the  table  during  a  huge  court  dinner  "Come, 
sir,"  Frederick  said,  "take  a  place  at  my  side  I  have 
learned  it  is  best  to  never  have  you  opposite  me." 
Frederick  believed  that  having  a  powerful  friend  was 
better  than  having  a  powerful  adversary. 

Everyone  can  be  a  winner  from  the  integration  of  the 
European  markets.  But  some  or  all  can  just  as  easily  be 
losers.  It  all  depends  upon  the  terms  that  shape  that 
integration.  That  reality,  I  believe,  was  what  was  in  the 
minds  of  the  members  of  the  British  Blouse  of  Commons 
who  agreed  in  a  recent  poll  that  after  1992,  barriers  to 
foreign  products  would  rise  because  of  the  protection¬ 
ist  potential  of  an  integrated  market.  Significantly,  two 
out  of  three  respondents  saw  the  future  going  that  way 

Reciprocity  isn’t  a  defense.  Indeed,  the  U.S.  may  con¬ 
sider  it  an  offense. 


Statement  of  Robert  L.  Clarke,  Comptroller  of  the  Currency,  before  the  Senate 
Committee  on  Banking,  Housing  and  Urban  Affairs,  Washington,  D.C.,  February  28, 
1989 


Mr.  Chairman  and  members  of  the  Committee,  I  am 
pleased  to  have  this  opportunity  to  present  my  views  on 
the  Administration’s  emergency  proposals  to  resolve 
the  problems  of  the  savings  and  loan  industry.  The 
perspective  that  I  bring  to  this  plan  comes  from  being 
the  regulator  and  supervisor  of  national  banks  and  also 
a  member  of  the  Board  of  Directors  of  the  Federal 
Deposit  Insurance  Corporation  (FDIC).  From  this 
unique  vantage  point,  I  have  gained  a  practical  under¬ 
standing  of  the  responsibilities  of  both  the  supervisors 
and  insurers  of  depository  institutions. 

Supervisors  and  insurers  have  different  but  very  impor¬ 
tant  functions.  The  Office  of  the  Comptroller  of  the 
Currency  (OCC)  was  created  in  1863  during  the  Presi¬ 
dency  of  Abraham  Lincoln.  It  was  then,  and  is  now,  the 
primary  regulator  and  supervisor  of  the  nation's  feder¬ 
ally  chartered  banks.  We  are  responsible  for  examining 
and  supervising  approximately  4,300  national  banks, 
which  hold  over  60  percent  of  commercial  bank  assets. 
It  is  my  duty  to  determine,  based  on  the  professional 


judgment  of  the  OCC’s  National  Bank  Examiners,  when 
to  grant  a  national  bank  charter,  when  to  declare  a 
national  bank  insolvent  and  revoke  its  charter,  and 
when  to  take  the  myriad  of  other  actions  that  are  re¬ 
quired  as  national  banks  conduct  business.  On  the 
other  hand,  the  insurer  of  commercial  bank  deposits, 
the  FDIC,  is  charged  with  overseeing  state-chartered 
institutions,  in  conjunction  with  state  supervisors,  and 
with  disposing  of  banks  that  have  been  declared  insol¬ 
vent  by  their  primary  regulator,  either  by  finding  merger 
partners  or  other  acquirors  or  by  liquidating  them 

The  Administration’s  proposed  plan,  which  Treasury 
Secretary  Brady  discussed  with  you  last  week,  repre¬ 
sents  a  workable  solution  to  deal  with  an  obvious 
emergency.  Because  of  the  need  to  deal  with  this 
emergency,  that  package  does  not  address  broader 
reforms  regarding  competitive  opportunities  for  banks 
that  I  have  discussed  with  the  Congress  on  numerous 
occasions  and  that  I  still  believe  need  to  be  imple¬ 
mented.  Also,  we  may  find  that  some  of  the  regulatory 
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and  institutional  arrangements  contained  in  the  Admin¬ 
istration's  proposal  need  to  be  fine-tuned  at  a  later 
date  I  hope  that  as  we  move  toward  a  solution  to  the 
present  emergency,  we  do  not  lose  sight  of  the  need  to 
consider,  in  the  future,  the  changes  that  I  believe  are 
necessary  to  enable  us  to  maintain,  over  the  long  term, 
a  healthy,  competitive  banking  system  —  a  system  that 
is  able  to  deliver  to  customers  the  financial  services 
that  they  desire  and  that  are,  in  many  instances, 
already  being  delivered  by  the  principal  competitors  of 
banks. 

Secretary  Brady  presented  you  with  details  on  the 
Administration’s  calculations  of  the  magnitude  of  the 
problem  of  the  savings  and  loan  industry  and  the  plan 
to  raise  the  funds  needed  to  restore  that  industry  to 
health  Because  it  has  been  the  responsibility  of  the 
Secretary's  staff  and  the  Office  of  Management  and 
Budget  to  develop  those  figures,  I  have  nothing  to  offer 
on  that  subject. 

Rather,  I  want  to  discuss  with  you,  first,  why  the  condi¬ 
tion  of  the  banking  industry  makes  it  appropriate  that 
the  Administration  s  emergency  legislative  proposal 
focus  primarily  on  savings  and  loan  institutions,  which  I 
will  refer  to  as  “thrifts."  I  also  want  to  discuss  how  the 
plan  would  affect  commercial  banks,  and  address  the 
importance  of  having  a  healthy  separation  between  the 
primary  supervisor  of  banks  and  the  deposit  insurer. 
Finally,  I  want  to  respond  to  the  Committee’s  question 
regarding  the  need  for  a  separate  thrift  industry  and  to 
review  the  changes  in  the  banking  agencies'  enforce¬ 
ment  powers  that  are  proposed  in  the  Administration’s 
bill. 

Soundness  of  the  Banking  Industry 

1  want  to  emphasize  at  the  outset  that  the  banking 
industry  is  basically  sound.  Consequently,  it  is  appro¬ 
priate  at  this  time  to  deal  with  the  thrift  problem  and  not 
undertake  a  sweeping  overhaul  of  the  mechanisms  by 
which  banks  are  supervised  and  insured.  When  final 
results  for  1988  are  in,  we  expect  net  income  for  all 
commercial  banks  to  exceed  $20  billion.  Also,  the 
equity  capital  of  commercial  banks  has  risen  in  the  past 

2  years  For  the  median  commercial  bank,  equity  capi¬ 
tal  reached  8  percent  of  assets  at  the  end  of  the  third 
quarter  of  1988 

Still,  there  are  many  signs  that  the  banking  system  is 
suffering  from  increased  competitive  and  market  pres¬ 
sures  Even  with  the  improved  profitability  of  1988, 
return  on  assets  and  return  on  equity  are  still  sig¬ 
nificantly  below  the  levels  of  the  late  1970s.  Moreover, 
banks  continue  to  suffer  loss  of  market  share  to  other 
financial  service  providers  For  example,  from  1977  to 
1983  bank  loans  made  up  37  percent  of  all  credit 


raised  by  U  S.  nonfinancial  corporations.  For  the  1984 
to  1987  period,  this  figure  declined  to  18  percent 

Most  seriously,  1988  brought  the  largest  number  of 
bank  failures,  at  the  greatest  cost  to  the  insurance  fund, 
in  the  history  of  the  FDIC.  Last  year,  198  commercial 
banks  failed  (40  of  which  were  owned  by  a  single 
holding  company),  and  an  additional  21  received 
open-bank  assistance  from  the  FDIC.  As  a  result  of 
those  failures,  and  of  provisions  made  for  several 
banks  that  will  probably  require  assistance  in  1989,  the 
FDIC  fund  balance  declined  by  $4.2  billion  in  1988. 

Nevertheless,  the  FDIC  remains  strong,  with  a  balance 
of  $14.1  billion,  equal  to  approximately  0  8  percent  of 
insured  deposits.  This  level  of  coverage  is  an  historic 
low.  While  in  no  danger  of  becoming  insolvent,  the 
FDIC  insurance  fund  has  been  called  upon  to  absorb 
some  extraordinary  losses.  The  good  news  is  that  it  has 
been  able  to  respond.  But  to  restore  the  fund  to  histori¬ 
cal  levels,  the  Administration  has  proposed  an  in¬ 
crease  in  insurance  premiums  paid  by  commercial 
banks.  The  Administration  projects  that  the  proposed 
increase  will  return  the  fund  to  the  present  statutory 
target  of  1.25  percent  of  insured  deposits  by  1999. 

Effects  of  the  Administration  Proposal  on 
Commercial  Banks 

The  Administration's  proposal,  though  not  without  cost 
for  commercial  banks,  may,  over  time,  improve  their 
ability  to  compete.  In  the  near-term,  the  expeditious  exit 
of  insolvent  thrifts  that  bid  up  rates  on  insured  deposits 
will  help  to  relieve  pressure  on  the  profit  margins  of 
banks.  Over  the  longer  term,  the  Administration’s  pro¬ 
posal  will  set  in  place  a  more  rational  structure  for 
regulating  depository  institutions  that  will  provide  a 
level  playing  field  for  thrifts  and  banks.  Thrifts  have  long 
been  permitted  to  operate  with  significantly  lower  capi¬ 
tal  ratios  than  commercial  banks.  At  the  end  of  1 987,  for 
example,  bank  equity  capital  averaged  6  percent  of 
assets,  while  thrift  regulatory  capital,  which  includes 
non-equity  components  such  as  net-worth  certificates 
and  income-capital  certificates,  averaged  only  3.7 
percent  of  assets. 

These  differences  would  be  eliminated  by  the  Admin¬ 
istration's  proposal,  which  would  require  thrifts  to  meet 
the  same  capital  standards  as  national  banks.  This 
requirement  alone  will  answer  one  of  the  major  con¬ 
cerns  of  commercial  banks  —  that  looser  regulation  of 
thrift  institutions,  which  can  offer  many  of  the  same 
products,  gives  thrifts  an  unfair  competitive  advantage 
over  banks. 

The  Administration's  proposal  is  designed  to  avoid  any 
reduction  of  the  integrity  of  the  deposit  insurance  sys- 


tem  for  commercial  banks.  Although  the  FDIC  would 
assume  responsibility  for  administering  the  insurance 
of  deposits  in  thrifts  as  well  as  in  banks,  two  separate 
insurance  pools  would  be  maintained.  There  would  be 
no  transferring  or  commingling  of  funds.  Bank  insur¬ 
ance  premiums  would  flow  to  the  bank  insurance  fund, 
where  they  would  be  used  exclusively  to  provide  pro¬ 
tection  for  commercial  bank  depositors.  Furthermore, 
the  current  prohibition  on  the  transfer  of  thrift  insti¬ 
tutions  between  the  FSLIC  and  FDIC  insurance  pools, 
which  is  scheduled  to  lapse  shortly,  would  be  extended 
5  years.  Thereafter,  the  FDIC  would  have  authority  to 
charge  an  entrance  fee  to  prevent  dilution  of  the  FDIC 
pool. 

As  President  Bush  stated  on  February  6,  the  Admin¬ 
istration's  proposal  would  not  be  painless  for  banks.  At 
present,  banks  pay  insurance  premiums  of  Vi  2  of  1 
percent  of  domestic  deposits  —  8.33  basis  points.  The 
proposal  would  raise  the  annual  deposit  insurance 
premium  to  12  basis  points  in  1990  and  to  15  basis 
points  thereafter.  We  estimate  that  if  the  proposed 
increase  to  12  basis  points  had  been  in  effect  during 
1988,  it  would  have  added  $730  million  to  the  total 
insurance  premiums  paid  by  commercial  banks.  Had 
the  full  increase  to  15  basis  points  been  in  effect, 
insurance  premiums  would  have  been  $1.33  billion 
higher  Because  the  payment  for  deposit  insurance  is  a 
pre-tax  expense,  the  net  effect  of  higher  insurance 
premiums  on  the  banking  system’s  after-tax  income 
would  have  been  lower.  Hence,  the  proposed  higher 
insurance  premium  would  adversely  affect  the  overall 
profitability  of  the  commercial  banking  industry,  but 
would  be  unlikely  to  create  unacceptable  problems. 
Once  the  fund  balance  reached  1 .25  percent  of  depos¬ 
its,  surplus  revenues  could  be  rebated  to  the  assessed 
banks  in  accordance  with  current  law,  thereby  lowering 
the  effective  cost  of  deposit  insurance. 

Regulatory  and  Supervisory  Differences 

Two  fundamental  differences  between  the  way  that 
banks  and  thrifts  are  regulated  help  to  explain  why  the 
thrift  industry  has  suffered  so  much  more  than  the 
commercial  banking  industry  during  the  tumultuous 
economic  and  financial  events  of  the  past  decade. 
First,  thrift  regulators  operate  under  a  statutory  man¬ 
date  to  promote  the  home  finance  lending  that  they  are 
charged  with  supervising;  bank  supervisors  have  no 
such  promotional  role.  Second,  the  same  agency  that 
supervises  thrifts  also  insures  their  deposits;  in  bank¬ 
ing,  these  functions  are  provided  by  separate 
agencies. 

The  Administration's  proposal  would  make  significant 
changes  in  the  thrift  regulatory  structure.  For  instance, 
it  would  address  the  potential  conflicts  faced  by  a 


supervisor  that  also  has  a  statutorily  mandated  pro¬ 
motional  role  by  changing  the  composition  of  the 
boards  of  directors  of  the  district  Federal  Home  Loan 
Banks  and  by  having  the  supervisory  personnel  within 
each  district  Federal  Home  Loan  Bank  report  directly  to 
the  chief  supervisory  official  of  the  Federal  Home  Loan 
Bank  System  (FHLBS).  Importantly,  the  proposed 
legislation  emphasizes  that  the  mandate  to  support 
housing  finance  must  be  carried  out  in  a  manner  that  is 
consistent  with  safety  and  soundness 

The  most  dramatic  change,  however,  would  be  the 
separation  of  the  roles  of  deposit  insurer  and  super¬ 
visor,  and  it  is  the  importance  of  that  separation  that  I 
want  to  emphasize. 

Differing  Objectives  of  Supervision  and  Deposit 
Insurance 

Throughout  the  history  of  federal  insurance  of  com¬ 
mercial  bank  deposits,  the  supervision  of  banks  and 
the  insurance  of  deposits  have  been  the  responsibility 
of  separate  agencies.  The  Administration’s  proposal 
would,  for  the  most  part,  extend  that  separation  to  the 
thrift  industry,  although  in  response  to  the  emergency 
conditions  in  that  industry,  it  would  give  the  deposit 
insurer  somewhat  greater  supervisory  authority  over 
thrifts  than  it  has  over  banks.  For  example,  the  FDIC 
would  have  the  authority  to  conduct  an  independent 
review  of  an  application  for  a  federal  thrift  charter  and, 
by  denying  deposit  insurance,  have  the  ability  to  over¬ 
ride  a  chartering  decision  of  the  FHLBS. 

Administration  proposal  for  thrift  supervision  and  de¬ 

posit  insurance.  Under  the  Administration’s  proposal, 
the  Federal  Home  Loan  Bank  System  would  be  estab¬ 
lished  as  an  agency  within  the  Department  of  the  Trea¬ 
sury  and  would  be  headed  by  one  person  The  FHLBS 
would  have  primary  responsibility  for  day-to-day 
supervision  of  federal  thrift  institutions  and  would  be 
the  principal  federal  supervisor  of  state-chartered 
thrifts. 

Under  the  Department  of  the  Treasury,  the  FHLBS 
would  have  the  same  degree  of  independence  the 
OCC  has  had  since  1863.  The  independence  of  the 
OCC  has  a  long  tradition  Legislative  history  indicates 
that  Congress  recognized  the  need  for  independence 
at  the  time  the  OCC  was  created  This  was  reaffirmed  in 
1950  when  Congress  passed  a  bill  reorganizing  the 
Treasury  Department  and  vesting  all  duties  and 
powers  in  the  Secretary  of  the  T reasury  with  the  excep¬ 
tion  of  those  of  the  Comptroller  of  the  Currency  The 
original  reorganization  plan  was  rejected  because  the 
Comptroller's  powers  and  duties  would  have  also 
vested  in  the  Secretary  of  the  Treasury  The  legislative 
history  indicates  that  Congress  believed  that  to  adhere 
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to  the  plan  as  originally  proposed  would  "destroy  the 
present  independence  of  action  and  broad  powers  of 
the  Comptroller,"  it  would  result  in  control  by  the  Presi¬ 
dent  of  quasi-judicial  functions,  and  the  Comptroller 
would  no  longer  be  insulated  from  political  pressures. 
The  Secretary  of  the  Treasury  also  objected  to  the 
original  plan  vesting  the  Comptroller's  powers  and 
duties  in  the  Secretary  and  stated  that  no  new  channel 
of  authority  was  necessary. 

The  perception  of  Congress  that  independence  is  re¬ 
quired  is  also  reflected  in  other  legislation.  For  in¬ 
stance,  the  Comptroller's  term  of  office  is  not  con¬ 
current  with  that  of  the  President  or  the  Secretary  of  the 
Treasury  Moreover,  funding  for  the  OCC  comes  not 
from  appropriations  allocated  by  Congress,  but  rather 
from  assessments  made  upon  national  banks.  Indeed, 
Secretary  Brady  reaffirmed  the  importance  of  inde¬ 
pendence  for  bank  and  thrift  supervisors  when  he 
testified  to  this  Committee  last  week  that  the  Treasury 
Department  would  not  “micro  manage"  the  FHLBS. 

Under  the  Administration's  plan,  the  reconfigured  Fed¬ 
eral  Home  Loan  Bank  System  would  not  insure  thrift 
deposits.  That  function  would  be  transferred  to  the 
Federal  Deposit  Insurance  Corporation.  The  FDIC 
would  exercise  enforcement  powers  that  are  directly 
related  to  the  provision  of  deposit  insurance  —  most 
notably,  the  power  to  revoke  deposit  insurance.  And  it 
would  be  provided  emergency  and  expedited  hearing 
procedures,  which  would  permit  it  to  revoke  insurance 
more  expeditiously  than  is  possible  today. 

The  separation  of  functions  in  two  distinct  agencies 
parallels  the  longstanding  division  of  responsibility  for 
bank  regulation.  The  OCC  is  responsible  for  issuing 
charters,  supervising  bank  practices,  and  closing  in¬ 
solvent  banks.  With  respect  to  national  banks,  the  FDIC 
is  responsible  for  administering  —  and,  when  neces¬ 
sary,  revoking  —  deposit  insurance.  The  current  pro¬ 
cess  provides  for  considerable  consultation  between 
the  two  agencies:  FDIC  personnel  participate  with  the 
OCC  in  the  examination  of  some  troubled  banks,  and 
the  FDIC  consults  with  the  OCC  before  initiating  insur¬ 
ance  revocation  proceedings.  Yet,  appropriately,  the 
two  agencies  have  distinct  and  separate  responsi¬ 
bilities 

The  importance  of  separation  The  division  of  respon¬ 
sibility  is  critical  to  the  achievement  of  an  important 
policy  objective  It  ensures  that  the  safety  of  the  insur¬ 
ance  fund  will  be  balanced  against  the  need  for  com¬ 
pletion  and  innovation  in  the  market  for  financial  ser¬ 
vices,  which  necessarily  entails  some  risk 

A  deposit  insurer  s  most  immediate  and  obvious  objec- 
r  /e  like  the  objective  of  any  other  insurer,  is,  and  must 


be,  to  preserve  the  insurance  fund.  In  an  insurer's  ideal 
world,  there  would  be  no  bank  failures,  and  the  insur¬ 
ance  fund  balance  would  never  decline.  An  insurer 
naturally  tends  to  view  banking  activities  predom¬ 
inantly  in  terms  of  the  threat  they  may  pose  to  the 
insurance  fund,  rather  than  in  terms  of  the  value  they 
may  provide  to  bank  customers.  Consequently,  an 
insurer  can  be  expected,  as  long  as  it  is  solvent,  to  take 
an  aggressively  conservative  approach  to  bank  super¬ 
vision.  Promising  but  unproven  business  activities  are 
likely  to  be  resisted  because  of  their  uncertain  effects 
on  the  volume  of  insurance  claims.  These  observations 
are  not  theoretical  —  they  come  from  3  years  as  a 
director  of  the  FDIC. 

In  contrast,  the  bank  supervisor's  principal  objective  is 
to  foster  the  existence  of  a  system  that  delivers  the 
financial  services  customers  demand,  while  main¬ 
taining  the  health  and  stability  of  that  system.  The 
supervisor’s  view  is  that  bank  failures  are  not  always  a 
signal  that  the  system  is  in  trouble;  instead  a  failure  is 
often  a  natural  consequence  of  the  operation  of  a 
private  market  in  which  some  enterprises  succeed  and 
others  do  not.  The  supervisor  is,  therefore,  more  likely 
to  be  receptive  to  measures  that  will  increase  com¬ 
petition,  such  as  new  entry  into  markets,  even  though 
they  may  pose  business  challenges  for  individual 
banks.  Similarly,  the  bank  supervisor  is  more  likely  to 
look  favorably  upon  innovations  that,  although  they 
entail  some  risks,  will  enable  banks  to  adapt  to  chang¬ 
ing  demands  for  financial  services. 

On  the  other  hand,  I  do  not  want  to  give  the  impression 
that  bank  supervisors  ignore  the  risks  taken  by  insured 
institutions  or  that  we  are  unconcerned  with  the  ad¬ 
equacy  or  safety  of  the  insurance  fund.  The  OCC 
recognizes  the  potential  dangers  to  the  banking  sys¬ 
tem  when  bankers  fail  to  manage  properly  the  risks 
they  assume.  Much  of  our  supervisory  effort  is  geared 
toward  making  sure  that  banks  have  in  place  the  sys¬ 
tems  that  enable  them  to  evaluate,  manage,  and  con¬ 
trol  risks.  Our  recent  guidelines  regarding  national 
bank  financing  of  leveraged  buy-outs  and  other  highly 
leveraged  transactions  reflect  that  approach.  The 
guidelines  are  not  aimed  at  prohibiting  bank  activity  in 
that  area,  but  are  intended  to  focus  the  attention  of  our 
examiners  and  of  bankers  on  how  well  the  activity  is 
managed  by  banks. 

In  addition  to  providing  preventative,  anticipatory 
supervision  and  working  with  banks  to  resolve  prob¬ 
lems  when  they  occur,  one  of  the  most  important  steps 
that  a  bank  supervisor  can  take  to  protect  the  insurance 
fund  is  to  close  insolvent  institutions.  It  is  the  practice  of 
the  OCC  to  close  banks  when  their  book  capital  is 
depleted  To  enhance  our  ability  to  time  closures  so 
that  the  market  value  of  a  bank's  capital  is  not  negative. 


we  are  undertaking  efforts  to  refine  our  definition  of 
insolvency.  Our  goal  is  to  make  sure  that  risks  taken  by 
private  institutions  expose  their  owners’  capital,  rather 
than  depositors  or  the  deposit  insurer,  to  risk 

In  my  view,  separating  the  supervision  and  insurance 
functions  for  the  thrift  industry  and  maintaining  that 
separation  for  commercial  banks  is  one  of  the  most 
crucial  components  of  the  Administration  proposal. 
Thus,  for  the  reasons  I  have  discussed,  I  disagree  with 
the  recommendations  of  the  FDIC  staff  report  on  de¬ 
posit  insurance  reform  to  change  current  practices  and 
give  the  insurer  broad  regulatory  and  supervisory 
powers  over  insured  institutions.  As  the  Administration 
proposal  provides,  it  is  appropriate  for  the  insurer  to 
comment  on  charter  applications,  but  the  decision  to 
grant  a  charter  should  rest  with  the  primary  supervisor. 
It  is  proper  that  the  OCC  establish  the  capital  standards 
for  national  banks  and  that  the  Federal  Reserve  System 
adopt  standards  for  the  state-chartered  banks  that 
are  under  its  jurisdiction.  We  have  just  witnessed  a 
practical  example  of  how  coordination  in  this  important 
area  can  work  with  the  recent  adoption  by  the  three 
agencies  of  substantially  identical  risk-based  capital 
guidelines.  Most  importantly,  the  decision  to  take  en¬ 
forcement  actions  against  national  banks  and  the  de¬ 
cision  to  revoke  a  national  bank’s  charter  appropriately 
rest  with  the  OCC. 

There  are  a  number  of  means  for  facilitating  coordi¬ 
nation  between  the  insurer  and  primary  regulator.  The 
Comptroller  is  a  member  of  the  Board  of  Directors  of  the 
FDIC  and  has  been  since  the  FDIC  was  established  in 
1 933.  Current  authority  allows  the  FDIC  to  examine  any 
national  bank  and  have  access  to  all  OCC  examination 
data  concerning  national  banks.  Also,  the  FDIC  has  the 
ability  to  revoke  the  deposit  insurance  of  an  insured 
bank,  and  would  be  able  to  do  it  much  more  expedi¬ 
tiously  under  the  President's  proposal.  This  relation¬ 
ship  has  worked  well  since  the  creation  of  federal 
deposit  insurance,  and  there  is  no  need  to  change  it. 

The  Need  for  a  Separate  Thrift  Industry 

In  your  invitation  to  testify  today,  you  specifically  asked 
me  to  respond  to  the  question  of  whether  a  separate 
thrift  industry  is  needed.  I  would  phrase  the  question 
differently.  The  issue  is  not,  in  my  judgment,  whether  to 
do  away  with  a  separate  thrift  industry.  Instead,  the 
issue  is:  What  do  we  want  our  financial  service  system 
to  provide  as  we  move  into  the  1990s,  and  is  our 
present  system  the  most  efficient  and  the  most  com¬ 
petitive  provider? 

The  current  system  of  regulating  commercial  banks 
and  thrifts  dates  from  the  1930s,  a  period  in  which  the 
market  for  financial  services  was  highly  segmented 


and  quite  different  otherwise  Government  restrictions 
on  interest  rates  and  permissible  services,  reinforced 
by  the  habits  of  investors  and  borrowers,  resulted  in 
differences  between  banks  and  thrifts  They  differed  on 
both  the  asset  and  the  liability  sides  of  their  balance 
sheets.  Commercial  banks  specialized  in  noninterest 
bearing  demand  deposits  and  short-term  loans  to 
business  firms;  thrift  institutions  specialized  in  fixed- 
rate  personal  savings  accounts,  and,  at  the  time,  long¬ 
term  residential  mortgages.  Other  types  of  financial 
institutions,  including  investment  banks  and  insurance 
companies,  occupied  equally  specialized  and  pro¬ 
tected  niches  of  the  broader  financial  services  market 

In  recent  years,  segmentation  in  financial  markets  has 
broken  down  with  the  onslaught  of  new  technology, 
interest  rate  voltality,  and  the  growing  practice  of  both 
borrowers  and  lenders  to  engage  in  cash  manage¬ 
ment.  Thrift  institutions  and  banks  face  increased 
competition  for  household  savings  from  nontraditional 
institutions,  such  as  money  market  mutual  funds.  Thrift 
institutions  must  compete  for  mortgage  originations 
with  banks,  mortgage  brokers,  insurance  companies, 
and  other  financial  institutions.  A  critical  factor  in  the 
increased  competition  faced  by  thrift  institutions  has 
been  the  creation  of  mortgage-backed  securities, 
which  has  enhanced  the  liquidity  of  the  secondary 
market  for  residential  mortgages  and  facilitated  the 
entry  of  nontraditional  lenders  into  the  mortgage 
market. 

Consequently,  thrift  institutions  now  face  substantial 
competition.  Roughly  60  percent  of  mortgage  credit  is 
provided  by  commercial  banks  and  mortgage  compa¬ 
nies.  The  largest  originator  of  mortgages  is  Citicorp 
Perhaps  even  more  revealing,  General  Motors  Accept¬ 
ance  Corporation  services  a  greater  dollar  volume  of 
mortgages  than  any  thrift.  Thrifts  once  played  a  unique 
role  in  ensuring  an  adequate  supply  of  home  financing, 
but  this  is  clearly  no  longer  the  case. 

Furthermore,  increased  interest-rate  volatility  has 
made  it  unwise  for  a  thrift  (or  any  other  short-term 
funded  financial  institution)  to  concentrate  its  asset 
portfolio  in  long-term  fixed-rate  loans  such  as  resi¬ 
dential  mortgages.  In  recognition  of  this  problem,  the 
Congress  gave  thrift  institutions  broad  authority  to  par¬ 
ticipate  in  other  types  of  lending  and  business 
activities. 

That  significant  development  was  part  of  a  larger  trend 
-  which  also  includes  the  move  toward  greater  com¬ 
petition  opportunities  for  the  banking  industry  — 
toward  a  financial  service  industry  in  which  the  prod¬ 
ucts  and  services  offered  by  a  financial  institution  are 
largely  determined  by  its  customers'  demand  and  its 
management's  strategy  rather  than  its  charter  type 
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Many  large  thrifts  are  becoming  indistinguishable,  in 
the  composition  of  both  their  assets  and  their  liabilities, 
from  commercial  banks  At  the  same  time,  many  small 
community  banks  bear  a  close  resemblance  to  tra¬ 
ditional  thrifts  Equally  significant,  increasing  numbers 
of  thrifts  are  also  dropping  the  words  '‘savings"  from  the 
names  that  appear  on  their  charter,  and  marketing 
themselves  as  "banks,"  “bancs,”  or  “banques.” 

The  question  facing  policymakers  is  not  whether  to  do 
away  with  a  separate  thrift  industry;  the  distinctions 
between  certain  thrifts  and  banks  will  continue  to  dim¬ 
inish,  whatever  regulatory  policies  are  adopted.  The 
question  is:  What  changes  in  the  regulatory  framework 
of  thrifts  are  needed  to  ensure  that  financial  service 
companies  of  whatever  type  will  serve  the  public  inter¬ 
est  efficiently  in  an  increasingly  competitive  market? 

As  the  roles  played  by  thrifts  and  banks  in  the  market 
become  more  similar,  it  becomes  increasingly  impor¬ 
tant  that  they  both  adhere  to  the  same  set  of  super¬ 
visory  rules,  regulations,  and  procedures.  Of  particular 
importance,  differences  in  accounting  standards,  capi¬ 
tal  requirements,  and  closure  rules  should  be 
eliminated. 

The  simplest  and  quickest  way  to  accomplish  this  goal 
is  to  modify  the  existing  thrift  regulatory  structure  to 
make  it  conform  to  the  current  banking  structure.  This  is 
essentially  what  the  Administration  plan  would  do.  The 
Federal  Home  Loan  Bank  System  would  be  retained  as 
a  separate  thrift  regulator.  It  would  parallel  the  OCC  — 
the  regulator  of  national  banks  —  in  more  important 
respects,  including  its  relationship  within  the  Treasury 
Department.  Similarly,  the  thrift  industry's  insurance 
fund  would  be  managed  by  the  FDIC. 

Building  on  existing  regulatory  institutions  in  this  fash¬ 
ion  allows  the  Administration  to  move  quickly  to  deal 
with  the  thrift  crisis.  Although  some  may  argue  that  it 
would  eventually  be  more  efficient  to  place  thrifts  and 
banks  under  a  single  supervisor  in  a  manner  that  mir¬ 
rors  the  proposed  administration  of  the  deposit  insur¬ 
ance  funds,  the  continuation  of  separate  bank  and  thrift 
regulatory  agencies  will  work,  too.  But,  clearly,  thrifts 
and  banks  should  employ  a  common  set  of  regulatory 
standards. 

Amendments  to  Enforcement  Powers 

The  Administration’s  proposal  also  includes  amend¬ 
ments  to  the  enforcement  powers  of  the  federal  bank 
regulatory  agencies  These  amendments  are  similar  in 
scope  and  content  to,  but  differ  in  certain  respects 
from  the  enforcement  package  jointly  developed  by 
the  Office  of  the  Comptroller  of  the  Currency,  the  Fed¬ 
eral  Reserve  System,  the  Federal  Deposit  Insurance 


Corporation,  the  Federal  Home  Loan  Bank  Board,  and 
the  National  Credit  Union  Administration  That  legis¬ 
lation  was  submitted  to  Congress  last  year  and  was 
passed  by  the  Senate  as  S.  1886  Many  of  its  key 
provisions  were  incorporated  into  H  R  32,  which  was 
introduced  in  this  session  of  Congress.  The  enhanced 
authority  provided  by  the  Administration's  proposal 
would  enable  the  regulatory  agencies  to  fulfill  their 
supervisory  responsibilities  in  a  more  timely  and  more 
effective  way  In  particular,  it  would  augment  the  OCC’s 
current  enforcement  program. 

OCC  Enforcement  Program 

For  many  years,  the  OCC  has  maintained  an  active 
enforcement  program  geared  to  protecting  the  safety 
and  soundness  of  the  national  banking  system  and 
ensuring  a  high  degress  of  compliance  with  the  law. 
Our  enforcement  policy  emphasizes  the  appropriate 
use  of  all  available  formal  and  informal  enforcement 
powers  to  deter  insider  abuse,  prevent  violations  of  law 
and  unsafe  and  unsound  practices,  and  ensure  re¬ 
sponsiveness  to  supervisory  directives.  The  OCC,  as  a 
matter  of  course,  makes  criminal  referrals  to  law  en¬ 
forcement  authorities  when  there  is  evidence  of  crimi¬ 
nal  activity.  For  many  years,  the  OCC  has  required 
national  banks  to  file  reports  of  crime  with  the  United 
States  Attorneys,  the  FBI,  and  the  OCC.  The  OCC’s 
efforts  in  preventing  insider  abuse  were  recently  rec¬ 
ognized  in  a  report  issued  October  13,  1988,  by  the 
House  Committee  on  Government  Operations.  The 
report  commended  the  OCC  for  its  vigorous  en¬ 
forcement  against  insider  abuse  and  for  its  cooperation 
and  coordination  with  law  enforcement  agencies  in 
criminal  matters. 

Through  working  groups  in  Washington  and  in  the 
OCC’s  district  offices,  we  work  closely  with  the  law 
enforcement  community.  The  OCC  actively  supports 
prosecutions  in  individual  cases  by  providing  docu¬ 
mentation  and  examiner  expertise.  Frequently,  we 
have  made  our  examiners  available  to  assist  grand 
juries  or  to  act  as  consultants  to  prosecutors.  For  over  a 
year,  the  OCC  has  detailed  to  the  Department  of  Jus¬ 
tice  a  staff  attorney  to  assist,  on  a  full-time  basis,  the 
investigation  and  prosecution  of  fraud  cases  centered 
in  Oklahoma  City.  For  2  years,  two  OCC  examiners 
were  detailed  to  the  U  S.  Attorney’s  Office  in  the  South¬ 
ern  District  of  New  York  to  assist  in  the  investigation, 
preparation,  and  successful  prosecution  of  criminal 
charges  brought  against  the  two  principals  in  the 
Golden  Pacific  National  Bank  case  These  examples 
illustrate  not  only  the  active  involvement  of  the  OCC  in 
the  prosecution  of  criminal  activity,  but  also  the  time 
and  personnel  that  are  required  to  prosecute  each 
case  to  its  conclusion 
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On  another  level,  the  OCC  is  proud  of  its  participation  in 
the  Bank  Fraud  Working  Group,  which  was  established 
by  the  Attorney  General  and  the  heads  of  the  federal 
financial  institution  regulatory  agencies.  It  is  made  up 
of  senior  staff  members  from  the  regulatory  agencies 
and  the  Department  of  Justice.  The  purpose  of  the 
Working  Group  is  to  examine  and  improve  the  entire 
federal  law  enforcement  response  to  bank  fraud  cases. 
Since  its  inception,  the  Working  Group  has  enhanced 
coordination  and  cooperation  at  all  levels,  established 
improved  recordkeeping  and  tracking  systems  for 
criminal  referrals,  developed  white  collar  crime  training 
courses,  and  identified  regulatory  and  legislative 
changes  needed  to  remove  impediments  to  closer 
coordination  among  the  agencies. 

The  OCC  believes  that  its  efforts  have  been  effective; 
we  also  believe  that  the  additional  enforcement  author¬ 
ity  provided  in  the  Administration's  proposal  would 
enhance  our  overall  enforcement  capacity. 

Enforcement  Provisions  in  Administration’s  Proposal 

With  regard  to  civil  remedies,  the  proposal  would  pro¬ 
vide  us  with  additional  flexibility  by  expanding  the 
scope  of  persons  who  are  reachable  by  the  en¬ 
forcement  authority.  The  proposal  would  clarify  the 
authority  to  obtain  affirmative  relief,  such  as  restitution 
or  reimbursement,  in  cease  and  desist  actions  when  a 
person  has  engaged  in  abusive  insider  transactions. 
Another  provision  would  clarify  the  regulators’  ability  to 
initiate  a  temporary  cease  and  desist  action  when  an 
institution’s  records  are  so  incomplete  or  inaccurate 
that  the  regulators  cannot  determine  the  condition  of 
the  institution. 

We  recognize  that  the  suspension  and  removal  author¬ 
ity  should  only  be  used  for  serious  infractions,  but  we 
believe  that  certain  amendments  to  this  power  are 
necessary  to  achieve  more  effective  enforcement.  The 
Administration’s  proposal  for  a  system  of  industry-wide 
cross  removals  would  make  certain  that  a  person  who 
is  suspended  or  removed  from  an  insured  bank  also  is 
suspended  from  other  financial  institutions,  such  as 
savings  and  loan  associations  and  credit  unions.  This 
would  ensure  that  a  person  that  harms  one  institution 
would  not  be  free  to  harm  another.  Other  amendments 
would  clarify  that  the  regulators  retain  the  ability  to 
bring  a  prohibition  action  against  an  individual  for 
offenses  committed  in  a  bank  although  the  individual 
has  subsequently  left  the  bank  or  the  bank  has  failed 

An  important  feature  of  the  enforcement  provisions  of 
the  Administration's  proposal  is  the  increase  of  civil 
money  penalties  from  up  to  $1 ,000  per  day  to  $25,000 
per  day,  with  penalties  of  up  to  $1  million  per  day  for 


actions  taken  in  reckless  disregard  for  the  safety  of  the 
institution.  Although  we  believe  it  is  a  good  idea  to 
increase  civil  money  penalties,  we  also  think  it  is  critical 
to  strike  a  balance.  Efforts  to  weed  out  a  few  bad 
people  must  not  discourage  honest  and  qualified  indi¬ 
viduals  from  serving  as  bank  directors.  Even  under 
current  conditions,  some  banks  are  having  trouble 
recruiting  the  best  people  to  serve  as  directors  be¬ 
cause  of  the  magnitude  of  the  liabilities  to  which  bank 
directors  may  be  exposed. 

We  also  believe  that  significantly  higher  penalties,  such 
as  the  ones  included  in  this  proposal,  may  be  appro¬ 
priate  in  situations  where  violations  or  unsafe  and  un¬ 
sound  practices  are  of  a  shorter  duration  but  have  a 
substantial  detrimental  impact  on  an  institution.  The 
OCC  supports  expanding  the  authority  of  regulators  to 
assess  penalties  for  violations  of  written  conditions 
imposed  in  the  process  of  approving  an  application,  for 
the  breach  of  fiduciary  duty,  or  for  engaging  in  an 
unsafe  or  unsound  practice  that  results  in  a  substantial 
loss  to  the  financial  institution  or  gain  to  the  individual. 

The  Administration’s  proposal  recognizes  the  need  to 
enhance  the  criminal  enforcement  authority  as  a  logical 
accompaniment  to  the  changes  in  the  civil  statutes. 
The  increase  in  criminal  penalties  and  the  addition  of 
civil  penalties  of  up  to  $1  million  per  day  for  violations  of 
provisions  of  the  criminal  statutes  should  provide  an¬ 
other  effective  deterrent  to  criminal  activity  affecting 
financial  institutions.  Bank  crimes  are  particularly  diffi¬ 
cult  and  complex  prosecutions.  The  authority  to  assess 
civil  penalties,  which  parallels  the  criminal  provisions, 
will  provide  the  government  with  an  additional  remedy. 

The  OCC  also  endorses  changes  to  the  current  sen¬ 
tencing  guidelines,  which  would  increase  the  severity 
of  sentences  handed  down  in  bank  fraud  cases.  More 
severe  sentences  would  serve  as  a  further  deterrent  to 
dishonest  individuals  who  might  harm  a  financial 
institution. 

Finally,  the  authorization  of  $50  million  per  year  for  each 
of  fiscal  years  1 989  through  1991  to  the  Department  of 
Justice,  specifically  to  address  the  problems  of  bank 
fraud,  is  extremely  important.  It  is  essential  to  con¬ 
sistent  prosecution  of  white  collar  crimes  that  a  cadre  of 
personnel  be  established  to  focus  continuously  on 
these  cases.  The  expertise  that  is  needed  to  prosecute 
these  cases  must  be  built  and  retained  Prosecution  is 
harder  to  accomplish  when  prosecutors  only  occa¬ 
sionally  handle  an  isolated  case 

Conclusion 

No  problem  of  the  magnitude  of  the  current  thrift  crisis 
can  be  solved  without  pain  What  can  be  done  is  to 
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inflict  the  pain  fairly,  and  where  it  belongs,  without 
imposing  a  crushing  burden  on  any  one  set  of  persons 
or  institutions  The  Administration's  proposal  requires 
healthy  thrifts  to  pay  for  a  substantial  portion  of  the  cost 
of  resolving  the  insolvency  of  their  industry’s  insurance 
fund,  but  not  to  shoulder  the  entire  burden.  Commercial 
banks  need,  and  would  be  required,  to  shore  up  their 
deposit  insurance  fund,  but  they  will  not  be  asked  to 
contribute  to  the  resolution  of  the  problems  of  the  thrift 
industry  Some  of  the  burden  will  unavoidably  be  ab¬ 
sorbed  from  general  revenue,  but  not  until  all  other 
reasonable  sources  of  funds  have  been  tapped. 

The  OCC  will  share  some  of  the  burden  for  resolving  the 
thrift  problem.  Approximately  150  of  our  National  Bank 
Examiners  have  been  assigned  full-time  to  deal  with 
the  most  troubled  thrifts.  They  will  take  the  lead  in 
examining  approximately  60  of  the  more  than  200  thrift 
institutions  expected  to  be  placed  into  conservatorship 
by  the  FDIC.  Although  this  effort  will  reduce  the  time  we 
have  available  to  supervise  national  banks,  I  am  proud 
that  we  are  able  to  make  a  substantial  contribution  to 
the  effort  to  deal  with  the  current  emergency.  I  would 
also  note  that  the  OCC  will  be  reimbursed  for  this  effort, 


so  the  cost  will  not  be  borne  by  the  OCC  or  by  the 
national  banks  which  fund  the  OCC’s  operations. 

Although  the  thrift  crisis  has  exacted  a  high  price,  it  has 
also  created  an  opportunity  to  make  improvements  in 
the  regulatory  framework  of  our  financial  markets,  for 
which  it  would  otherwise  be  difficult  to  build  a  con¬ 
sensus.  Central  among  those  improvements  is  the 
extension  to  the  thrift  industry  of  the  separation  of 
supervisory  and  insurance  functions,  a  concept  that 
has  served  the  banking  industry  for  over  50  years  and 
has  allowed  it  to  make  it  through  the  turbulent  financial 
markets  of  the  past  few  years  in  a  sound  condition. 

I  commend  you,  Mr.  Chairman  and  members  of  the 
Committee,  for  holding  these  timely  hearings.  I  sin¬ 
cerely  hope  that  you  will  address  the  thrift  problem  at 
the  earliest  possible  time.  You  have  before  you  a  pro¬ 
posed  solution.  I  believe  that  it  will  work.  Please  urge 
your  colleagues  to  inform  themselves  about  the  issues 
—  and  to  act  promply  to  provide  the  structure  and  the 
funding  that  will  allow  the  savings  and  loan  industry  to 
deal  with  its  current  emergency. 


Remarks  by  Robert  L.  Clarke,  Comptroller  of  the  Currency,  before  the  Annual 
Convention  of  the  Independent  Bankers  Association  of  America,  Anaheim,  Cal¬ 
ifornia,  March  1,  1989 


Rules  can  be  dangerous  things  When  I  was  a  college 
student  at  Rice  University,  Leopold  Stokowski  con¬ 
ducted  the  Houston  Symphony.  One  night,  the  pro¬ 
gram  included  Beethoven's  Leonore  Overture  Number 
3,  which  contains  an  offstage  trumpet  call.  In  fact,  it 
contains  two  offstage  trumpet  calls.  During  the  per¬ 
formance,  the  trumpeter  made  his  exit  off  to  the  side  of 
the  stage  Twice  the  score  indicated  the  call.  And  both 
times,  after  anticipating  looks  offstage  by  Stokowski, 
the  offstage  call  failed  to  sound. 

As  soon  as  the  performance  ended,  Stokowski  rushed 
backstage,  ready  to  give  the  delinquent  trumpet  player 
a  tongue  lashing  He  found  the  poor  trumpet  player 
struggling  in  the  arms  of  a  burly  stagehand,  who  was 
whispering  earnestly  "How  many  time  do  I  have  to  tell 
you  we  have  rules  against  making  noise  back  here 
while  there  is  a  concert  going  on9” 

Rules  can  be,  and  ought  to  be,  your  servants,  merely 
the  means  you  use  to  achieve  the  ends  that  you  desire. 
But  rules  as  Stokowski  found  out,  can  become  your 
master 


A  rule  can  become  your  master  if  you  follow  it  blindly 
instead  of  thinking.  A  rule  can  become  your  master  if 
the  reason  for  the  rule  changes,  but  the  rule  does  not  A 
rule  can  become  your  master  if  events  alter  the  envi¬ 
ronment,  while  the  rule  remains  the  same. 

If  there  has  been  one  iron  rule  at  the  OCC  over  the  last  3 
years,  it  has  been  this  one:  Rules  should  be  examined 
critically  to  see  if  they  are  meeting  the  desired  goals, 
and  if  not,  they  should  be  changed  so  that  they  will  do 
so. 

For  example,  we,  along  with  our  fellow  bank  regulators, 
recently  restructured  the  way  in  which  we  will  deter¬ 
mine  whether  bank  capital  is  adequate.  We  did  so  to 
bring  our  rules  into  greater  conformity  with  the  ways  in 
which  the  business  of  banking  has  expanded  in  recent 
years,  in  effect  by  reflecting  the  greater  range  of  risks 
that  banks  face  today.  The  new  risk-adjustment  stand¬ 
ard  applies  to  all  banks  from  the  smallest  community 
bank  to  the  largest  global  institution.  We’ve  tried  to 
make  it  universal.  And  we’ve  also  tried  to  make  it  as 
easy  for  money  center  banks  to  follow  as  it  is  for 
community  banks 
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We  made  this  effort  because  we  want  our  rules  to 
reflect  the  real  world.  And  at  the  OCC  that  philosophy 
applies  not  just  to  individual  rules,  but  to  everything  we 
do. 

As  a  result,  in  the  last  3  years  the  OCC  has  shifted  its 
philosophy  of  bank  supervision  from  one  of  simply 
reacting  to  problems  to  one  of  attempting  to  anticipate 
problems  and  working  either  to  prevent  them  from 
occurring  or,  if  that  is  not  possible,  to  solve  them  early. 

We  believe  that  an  anticipatory  approach  is  more  effec¬ 
tive,  more  efficient  and,  in  the  long  run,  less  expensive 
than  mopping  up  after  the  battle  is  over. 

One  way  to  judge  whether  our  supervisory  efforts  are 
working  is  to  look  at  our  record  on  dealing  with  problem 
banks.  Last  year,  26  national  banks  that  had  been  in 
critical  financial  condition  returned  to  health,  in  part 
because  of  our  efforts  in  working  with  them.  And  almost 
70  percent  of  the  administrative  actions  that  were  ter¬ 
minated  last  year  were  brought  to  a  close  because  the 
condition  of  the  banks  involved  improved. 

Helping  troubled  banks  improve  is  only  one  of  the  jobs 
of  the  OCC.  It  is  the  one  from  which  I,  and  I  believe  the 
OCC  staff,  derive  the  most  satisfaction.  But,  un¬ 
fortunately,  not  all  the  jobs  we  do  are  as  pleasant. 

On  the  other  side  of  the  scale,  the  most  unpleasant  job 
we  do  is  closing  national  banks  once  they  become 
insolvent.  It  is  never  easy.  But  it  is  sometimes  neces¬ 
sary.  Why  do  we  close  banks?  No  one  closes  grocery 
stores  or  gasoline  stations.  They  can  stay  open  as  long 
as  their  creditors  will  permit. 

But  banks  serve  the  public  interest  in  a  way  different 
from  other  businesses.  When  a  member  of  the  public 
deposits  money  in  a  bank,  he  or  she  expects  to  be  able 
to  get  it  back.  For  the  most  part,  the  Federal  Deposit 
Insurance  Corporation  insures  that  this  will  happen. 
Thus,  regulatory  authorities  and  the  banking  industry, 
because  you  pay  the  premiums  for  federal  deposit 
insurance,  have  an  interest  in  minimizing  the  cost  to  the 
FDIC  from  banks  staying  open  after  they  are  insolvent. 

We  at  the  OCC  approach  the  duty  of  closing  insolvent 
banks  in  the  same  way  as  we  approach  all  other  duties 
—  with  the  intent  of  doing  the  job  in  the  most  effective, 
the  most  efficient  and  the  least  expensive  way  pos¬ 
sible. 

We  simply  don't  believe  that  we  would  be  meeting  our 
responsibilities  if  we  did  it  any  other  way.  And,  as  we’ve 
all  recently  come  to  be  reminded  only  too  well,  the 
damage  that  results  when  a  depository  institution 


supervisor  is  unable  to  meet  its  responsibilities  can  be 
shocking.  Hard  to  believe.  And  even  harder  to  absorb 

For  weeks,  the  damage  that  resulted  from  the  inability 
of  a  depository  institution  supervisory  agency  to  meet 
its  supervisory  responsibility  has  gripped  the  attention 
of  the  White  House,  of  the  Congress,  of  the  media, 
indeed,  the  attention  of  policymakers  and  opinion 
leaders  throughout  the  country 

Ten  years  ago,  who  would  have  thought  that  the  once 
obscure  savings  and  loan  industry  would  someday  vie 
with  relations  with  the  Soviet  Union  for  the  time  and 
effort  of  a  new  President  and  a  new  Congress7  But  it 
has.  And  as  a  result,  Washington  today  is  coming  to 
grips  with  a  complex,  expensive  problem  that  will  re¬ 
quire  a  complex  and  expensive  solution. 

The  policymakers  all  know  that  the  bill  for  the  damage 
will  run  into  tens  and  tens  of  billions  of  dollars  So  it 
should  come  as  no  surprise  that  the  question  is  being 
asked  repeatedly  and  intently  in  the  White  House,  in  the 
Congress,  in  the  media:  How  can  we  prevent  some¬ 
thing  like  that  from  ever  again  happening  either  to  thrifts 
or  to  banks? 

It  should  come  as  no  surprise  that  this  question  is  being 
asked.  And  it  should  come  as  no  surprise  that  it  should 
be  asked.  Some  analysts  are  advocating  reregulation 
as  the  answer.  They  would  reimpose  the  old  restraints 
on  thrifts  and  on  banks  and,  thus,  drastically  narrow  the 
business  that  either  form  of  depository  institution  can 
do.  The  logic  here  is  simple:  The  less  depository  insti¬ 
tutions  can  do,  the  less  they  can  do  wrong.  That's  like 
trying  to  end  drunk  driving  by  banning  cars.  It  is  simple 
—  but  it  is  too  simple. 

Reregulation  doesn’t  take  into  account  the  competitive 
pressures  that  depository  institutions  feel  from  other 
types  of  financial  services  providers  and  it  overlooks 
the  simple  fact  that  the  savings  and  loan  industry  got 
into  trouble,  not  from  a  lack  of  regulation,  but  from  a 
lack  of  supervision. 

No  one  stopped  the  criminal  manager  and  the  inept 
manager  from  getting  into  institutions  Then,  no  one 
stoped  the  bad  guys  from  devastating  their  institutions 
from  within.  No  one  focused  on  the  problems  of  low 
capital  requirements  and  of  inadequate  accounting 
standards.  And  no  one  made  the  hard  decisions  that 
would  have  contained  the  damage  once  it  became 
apparent,  thus  allowing  the  damage  to  grow 

Regulation  determines  what  institutions  can  do  Super¬ 
vision  determines  how  managers  must  behave  It  is 
easy  to  confuse  the  two,  in  part  because  regulation  has 
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in  the  past  been  called  upon  to  do  the  work  of  super¬ 
vision  And  getting  the  facts  straight  can  be  a  difficult 
job  —  as  a  friend  of  mine  from  college  found  out 

After  graduation,  she  went  to  west  Texas  to  teach 
grammar  school  in  a  very  small  farming  and  ranching 
community  One  day  she  was  quizzing  her  students  on 
American  history  when  she  came  to  the  most  difficult 
and  oldest  child  in  her  class,  a  boy  named  Johnny, 
''Johnny,”  she  asked,  "who  signed  the  Declaration  of 
Independence9’’  He  said:  "Damned  if  I  know.”  She  was 
a  little  off  by  his  swearing,  so  she  told  him  to  go  home 
and  bring  his  father  with  him  to  school  the  next  morning. 

The  next  day,  the  father  came  with  his  son,  and  sat  in 
the  back  of  the  room  to  observe,  just  as  the  teacher 
requested.  She  started  back  in  on  her  quiz  and  finally 
got  back  to  the  boy.  "Now,  Johnny,”  she  said,  "I’ll  ask 
you  again.  Who  signed  the  Declaration  of  Inde¬ 
pendence9"  And  Johnny  replied:  "Like  I  told  you  yes¬ 
terday,  teacher,  damned  if  I  know.”  And  the  father 
jumped  up  in  the  back,  pointed  a  stern  finger  at  his  son, 
and  said:  “Johnny,  if  you  signed  that  thing,  you  own  up 
to  it." 

Yes,  getting  the  facts  straight  can  be  a  difficult  job,  but 
the  fact  is  that  the  thrift  industry's  problems  arose  from 
a  lack  of  supervision.  Better  supervision,  not  re- 
regulation,  can  prevent  similar  problems  from  hap¬ 
pening  again.  A  substantial  portion  of  President  Bush's 
plan  to  restructure  the  depository  institution  super¬ 
visory  structure  is  aimed  precisely  at  providing  more, 
and  better,  supervision. 

We  at  the  OCC  are  intent  on  doing  what  we  can  admin¬ 
istratively  to  ensure  that  the  national  banking  system 
never  becomes  a  complex,  expensive  problem  that 
requires  a  complex  and  expensive  solution.  We  cannot 
stop  all  bank  failures.  In  trying  to  do  so  we  would 
suffocate  the  national  banking  system.  But  we  can  act 
administratively  to  ensure  that  individual  problems 
don't  add  up  to  a  systemic  problem. 

I'm  here  today  to  discuss  an  administrative  step  that 
would  help  ensure  that  the  national  banking  system 
never  becomes  a  complex,  expensive  problem  that 
requires  a  complex  and  expensive  solution. 

Within  the  next  few  days  we  will  be  publishing  in  the 
Federal  Register  a  proposed  change  in  when  —  not  if, 
but  when  —  we  declare  a  national  bank  insolvent  and 

close  it. 

As  you  know,  the  OCC  generally  uses  two  standards  to 
determine  whether  a  national  bank  is  insolvent.  Under 
the  first  known  as  the  net  worth  standard,  a  national 
nar'k  may  be  declared  insolvent  when  its  liabilities 


exceed  its  assets  Under  the  second,  known  as  the 
liquidity  standard,  a  bank  may  be  declared  insolvent 
when  it  is  unable  to  meet  its  obligations  as  they  mature 
Sometimes  the  OCC  uses  one  standard,  sometimes 
the  other,  and  sometimes  a  bank  can  be  insolvent 
under  both. 

These  standards  are  not  statutory.  Instead,  the  law  and 
the  courts  have  granted  the  OCC  a  great  deal  of  dis¬ 
cretion  in  declaring  national  banks  insolvent.  One  of  the 
reasons  we  have  been  given  this  discretion  is  that  we 
take  a  lot  of  care  in  making  our  determinations  of 
insolvency.  And  both  of  these  standards  have  evolved 
over  time  from  the  combination  of  our  own  thinking  and 
historical  circumstance. 

The  OCC  is  not  limited  by  these  two  standards.  We  may 
employ  other  standards  to  determine  insolvency.  And 
we  can  apply  whatever  standards  we  have  using  own 
discretion.  We  don't  have  to  follow  our  standards 
blindly,  without  thinking.  And  we  can  change  them 
when  the  reasons  behind  them  and  other  cir¬ 
cumstances  change  These  standards  are  our  ser¬ 
vants  Not  our  masters. 

What  we  will  be  doing  in  the  next  few  days  is  proposing 
a  change  in  the  way  we  apply  the  net  worth  standard. 
As  you  know,  at  present  we  declare  a  bank  insolvent 
under  this  standard  when  the  bank’s  primary  capital  is 
depleted  In  other  words,  our  internal  guidelines  have 
considered  primary  capital  to  be  a  functional  substitute 
for  net  worth.  Whenever  losses  were  sufficient  to  elim¬ 
inate  primary  capital,  it  was  certain  that  a  bank's  total 
assets  no  longer  exceeded  its  total  liabilities. 

We  are  proposing  to  use  a  different  functional  sub¬ 
stitute  for  net  worth.  We  are  proposing  to  use  equity 
capital,  that  is  to  say  common  stockholders'  equity, 
preferred  stock  and  related  surplus.  Under  our  pro¬ 
posal,  we  would,  only  for  the  purpose  of  determining 
solvency  and  insolvency,  exclude  the  loan  loss  re¬ 
serve.  In  other  words,  the  loan  loss  reserve  would  no 
longer  be  part  of  a  bank’s  capital  for  the  purpose  of 
determining  solvency.  And  that  makes  sense 

If  a  bank's  loan  loss  reserve  equals  its  real  and  antici¬ 
pated  losses,  as  it  should,  then  there  is  really  no  part  of 
it  that  can  serve  as  the  equivalent  of  capital  And  history 
has  shown  that  losses  at  failed  banks  are  generally 
greater  than  the  reserves  tnat  were  set  aside  for  them. 
We  will,  of  course,  continue  to  expect  and  enforce  an 
adequate  loan  loss  reserve  by  every  national  bank  for 
safety  and  soundness  reasons,  because  that  makes 
sense,  too. 

Why  are  we  proposing  this  change  in  how  we  judge 
insolvency9  For  several  reasons,  reasons  of  policy  that 
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dovetail  with  reasons  of  efficiency  and  reasons  of 
economy.  Now  we  believe  our  policy  should  be  to  close 
a  bank  when  it  no  longer  has  any  economic  value  to  its 
owners.  To  allow  such  an  institution  to  continue  oper¬ 
ation  would  permit  operations  without  any  risk  to  the 
equity  interests  of  stockholders.  We  believe  that,  in 
conforming  our  standard  more  directly  with  generally 
accepted  accounting  principles  as  our  proposal  would 
do,  we  will  acknowledge  a  bank’s  true  financial  condi¬ 
tion  and  thus  be  able  to  close  failing  national  banks 
which  clearly  have  no  prospects  for  survival.  And  being 
able  to  do  that  is  important. 

The  S&L  situation  over  the  last  several  years  has  dem¬ 
onstrated  clearly  and  beyond  doubt  what  happens 
when  an  institution  is  allowed  to  continue  to  operate 
after  the  stockholders'  interest  is  depleted:  If  you  don’t 
have  the  constraints  of  that  discipline,  if  you  don't 
expose  managers  and  shareholders  to  meaningful 
loss,  the  managers  suddenly  find  they  have  nothing  to 
lose,  and  everything  to  gain. 

What  did  it  cost  the  Federal  Savings  and  Loan  Insur¬ 
ance  Corporation  to  keep  S&Ls  open  after  they  were 
insolvent  under  generally  accepted  accounting  prin¬ 
ciples?  R.  Dan  Brumbaugh,  Jr.,  who  was  the  deputy 
chief  economist  at  the  Federal  Home  Loan  Bank  Board 
in  the  early  1980s,  estimated  the  cost  of  keeping  open 
the  460  GAAP-insolvent  institutions  at  year  end  1986. 
His  estimate  —  about  $2  billion  a  year. 

Only  the  deposit-insurance  guarantee  allowed  these 
institutions  to  fund  themselves  and  remain  open,  and 
even  then  at  higher  than  market  rates,  thus  continuing 
to  increase  the  FSLIC’s  future  cost  of  closure  and 
increasing  the  cost  of  funds  for  healthy  banks  and  thrift 
institutions. 

Our  experience  at  the  OCC  teaches  us  that  when  an 
insolvent  national  bank  remains  open  with  no  positive 
net  worth,  there  is  a  loss  in  customer  confidence  and  a 
decline  in  market  discipline.  Typically,  these  banks 
continue  to  lose  money  just  from  operations  without 
regard  to  loan  losses.  But  their  loan  losses  continue  to 
mount,  too.  In  some  of  these  situations,  a  liquidity  crisis 
results.  In  other  cases,  these  is  an  abuse  of  high  cost 
funding  sources.  And  if  insolvent  institutions  continue 
to  operate,  healthy  competitors  are  placed  at  a  dis¬ 
advantage.  Further,  our  experience  teaches  us  that, 
once  equity  capital  is  exhausted,  a  bank  has  virtually 
no  chance  of  recovery  without  outside  intervention. 

How  can  I  say  that?  We  went  back  to  early  1986  and 
tracked  what  happened  to  national  banks  as  they  be¬ 
came  equity  insolvent.  As  of  early  January,  nearly  90 
percent  had  failed  outright  or  had  remained  open  only 
because  of  government  intervention,  failure  in  effect. 


About  9  percent  had  technically  survived  through  a 
change  in  bank  control  or  merger  Less  than  2  percent 
were  able  to  survive  without  outside  intervention  I 
would  also  like  to  note  that  the  banks  that  failed  had 
been  equity  insolvent  for  about  6  months  on  average 
But  some  of  these  banks  failed  within  1  month  of  reach¬ 
ing  equity  insolvency.  And  others  languished  as  long 
as  18  months. 

Let  me  repeat:  Our  experience  indicates  that  once 
equity  capital  is  exhausted,  a  bank  has  virtually  no 
chance  of  recovery  without  government  or  outside 
intervention,  which  is,  in  effect,  failure  as  well. 

Let  me  repeat:  When  banks  are  allowed  to  languish, 
what  results?  Their  healthy  bank  competitors  are 
placed  at  a  disadvantage.  And  the  cost  of  the  ultimate 
resolution  rises.  If  there  is  virtually  no  chance  for  a  bank 
that  exhausts  its  equity  capital  to  recover,  and  our 
evidence  shows  that  to  be  true,  allowing  it  to  languish  is 
inefficient,  ineffective,  unfair,  unnecessary  and  waste¬ 
ful  And,  besides  all  that,  it  is  a  bad  idea  As  bankers, 
you  should  be  most  concerned  with  the  waste.  Be¬ 
cause  what  wastes  away  is  the  single  greatest  source 
of  public  confidence  in  the  banking  system  —  the 
resources  of  the  Federal  Deposit  Insurance  Cor¬ 
poration.  It  bears  the  costs  resulting  from  the  eventual 
closing  of  those  insolvent  institutions.  And  that  means 
that,  indirectly,  you  do.  You  do  because  the  single 
greatest  source  of  public  confidence  in  the  banking 
system  is  lessened.  And  you  do  because  it  is  you  who 
finance  the  FDIC  insurance  fund. 

Who  would  benefit  if  we  change  our  standard  as  we 
propose?  Well-managed  banks  that  would  face  less 
unfair  competition  from  their  less  than  well-managed 
counterparts.  Well-managed  banks  that  could  rely  on  a 
stronger  insurance  fund 

Who  would  lose?  The  doomed  who  now  buy  time  at 
your  expense. 

Now,  I  know  that  more  than  a  few  of  you  are  saying  to 
yourselves:  Wait  a  minute,  even  in  your  analysis  a  few  of 
the  banks  that  were  equity  insolvent  survived.  That’s 
true.  There  were  a  few.  A  very  few.  But  under  our 
proposed  standard,  if  they  came  to  us  with  recap¬ 
italization  plans  like  those  that  worked  for  them,  we 
would  have  the  discretion  to  accept  them,  to  give  them 
a  chance  to  work.  Our  proposed  standard  will  be  our 
servant,  not  our  master 

But  what  this  standard  says  is  that,  absent  some  sig¬ 
nificant  restorative  plan  or  action,  we  will  declare  a 
national  bank  insolvent  when  the  equity  capital  is  gone 
You,  most  of  all,  know  that,  except  in  unusual  cases 
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involving  fraud  or  theft,  banks  don't  fail  overnight.  Bank 
failure  is  a  relatively  long  process.  Everybody  sees 
what’s  going  on  And  everybody  can  read  the  warning 
signs 

As  l  said  before,  we  don’t  see  the  proposed  change  in 
our  standard  as  affecting  whether  banks  will  fail.  It  will 
affect  only  when  we  declare  them  insolvent  Earlier 
action  will  better  husband  the  resources  of  the  FDIC. 
And,  therefore,  I  urge  you  to  view  our  proposal  as  a 
dollars-and-cents  issue  for  the  industry.  As  with  all  our 
regulatory  proposals,  we  invite  your  comments. 

I  remember  this  story  from  my  childhood:  Many,  many 
years  ago  there  was  an  island  that  was  suffering  from  a 
famine.  Everyone  on  the  island  knew  that  a  ship  was 


coming  from  the  mainland  to  bring  the  island  food  This 
island  had  a  rocky  coastline  And  a  lamp  in  a  lighthouse 
burned  at  night  to  guide  ships  into  the  harbor  Before 
long,  the  island  began  to  suffer  from  a  shortage  of  oil  as 
well  as  food.  And  the  master  of  the  lighthouse  soon 
began  to  dole  out  oil  from  the  lighthouse  to  the  people 
Soon  the  lighthouse  ran  out  of  oil  And  the  light  went  out 
A  few  nights  later,  a  relief  ship  bringing  food  and  oil  was 
smashed  to  bits  on  the  rocks  as  it  tried  to  edge  its  way 
into  the  harbor  in  the  darkness. 

We,  too,  can  waste  our  resources.  But  if  we  do,  we 
might  find  them  insufficient  to  our  need  when  necessity 
demands  them.  And  if  that’s  the  case,  who  will  be  to 
blame9 
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You  often  have  to  ask  a  question  several  different  times, 
in  several  different  ways,  before  you  find  the  answer 
you  seek. 

A  friend  of  mine  from  college  found  that  out  under 
pressure  when  he  took  a  summer  job  as  the  telephone 
operator  for  a  county  fire  department  in  West  Texas. 
The  second  day  on  the  job,  he  received  his  first  emer¬ 
gency  call  and  the  following  conversation  ensued:  A 
woman's  voice:  “Hello,  I’ve  got  a  fire  out  here  in  my 
house.”  My  friend:  "Okay,  where  is  it?"  The  woman:  “It’s 
in  the  kitchen.”  My  friend:  "How  do  we  get  to  it9”  The 
woman  “Well,  you  come  in  off  the  back  porch  or 
through  the  living  room,  either  one.”  My  friend:  “No,  I 
mean,  how  do  we  get  from  the  fire  station  to  out  where 
you  are?"  The  woman:  "Ain’t  you  got  one  of  them  big 
red  trucks?”  At  this  point,  a  seasoned  firefighter 
grabbed  the  phone  from  my  friend  and  asked:  “Ma'am, 
what’s  your  address?” 

Over  the  years,  but  recently  even  more  so,  a  lot  of 
questions  have  been  asked  about  the  savings  and  loan 
industry  Questions  such  as:  "Is  it  special9  and  “Is  it 
viable9” 

We’ve  never  really  gotten  a  good  answer  to  these 
questions,  in  ’part,  I  believe,  because  the  questions 
themselves  did  not  elicit  the  kind  of  response,  either 
yes  ’  or  “no, "  that  we  were  looking  for.  It  was  sort  of  like 
asking  a  child  if  Santa  Claus  exists,  regardless  of  all  the 
empirical  evidence  that  points  the  other  way  There  is 
mourning  evidence  that  argues  that  the  thrift  industry  is 


neither  special  nor  viable  but  that  evidence  has  never 
changed  any  mind  that  wants  to  believe  the  other  way. 

Why9  What  we  see  depends  mainly  on  what  we  look  for. 
And  if  you  have  no  interest  in  looking  at  the  evidence,  it 
simply  doesn’t  exist  for  you.  At  the  same  time,  words 
like  "special”  and  "viable"  are  really  too  abstract  to 
trigger  a  concrete  answer.  The  questions  really  beg  for 
an  opinion,  not  a  factual  response.  But,  if  we  ask  a 
question  that  is  less  general,  we  might  provoke  more 
thought  and  elicit  an  answer  that  is  more  concrete  and 
useful.  It  is  at  least  worth  the  effort.  So  I  am  here  today  to 
try  to  ask  such  a  question. 

To  do  so  effectively  I  must  first  go  back  to  the  birth  of  the 
modern  savings  and  loan  industry,  the  years  just  before 
and  after  the  Great  Depression,  the  years  when  sav¬ 
ings  and  loans  first  began  to  receive  federal  charters. 
In  those  years  we  find  an  interesting  fact.  The  govern¬ 
ment  never  had  to  promote  the  creation,  and  it  never 
had  to  promote  the  growth,  of  the  commercial  banking 
industry.  It  did,  however,  promote  both  the  creation  and 
the  growth  of  the  modern  thrift  industry.  In  other  words, 
in  giving  the  newly  created  Federal  Home  Loan  Bank 
Board  the  authority  to  grant  federal  charters  to  savings 
and  loan  associations,  the  Congress  acted  as  the 
modern  savings  and  loan  industry's  midwife. 

But  it  didn't  stop  there.  It  ensured  that  the  federal 
government  would  act  as  the  parent  and  guardian  for 
the  industry,  too.  How  and  why  did  this  happen9  I’m 
sure  you  all  remember  from  your  financial  history  that 


the  1 930s  was  a  period  in  which  the  market  for  financial 
services  was  highly  segmented  Government  restric¬ 
tions  on  interest  rates  and  permissible  services,  re¬ 
inforced  by  the  habits  of  investors  and  borrowers, 
resulted  in  differences  between  banks  and  thrifts,  dif¬ 
ferences  on  both  the  asset  and  the  liability  sides  of  their 
balance  sheets. 

Commercial  banks  specialized  in  non-interest  bearing 
demand  deposits  and  short-term  loans  to  business 
firms,  while  thrift  institutions  specialized  in  fixed-rate 
personal  savings  accounts,  and,  at  the  same  time, 
long-term  residential  mortgages.  The  mortgage  busi¬ 
ness,  however,  wasn't  treated  as  merely  another  econ¬ 
omic  function.  Mortgage  lending  became  a  means  to 
an  end,  increasing  home  ownership,  for  the  federal 
government  and  mortgage  lenders,  that  is  to  say,  sav¬ 
ings  and  loans,  became  the  federal  government’s 
favored  lenders. 

In  1933,  Congress  appropriated  $150,000  for  the 
FHLBB  to  “promote,  organize,  and  develop”  a  system 
of  federal  savings  and  loans.  In  1 934,  Congress  appro¬ 
priated  an  additional  $500,000  for  this  purpose.  And  in 
1 935,  the  lawmakers  raised  that  sum  to  $700,000,  while 
at  the  same  time  calling  on  the  Board  to  use  the  funds 
"impartially  in  the  promotion  and  development  of  .  .  . 
institutions,  whether  State  or  Federally  chartered.” 

In  those  years  of  crisis,  this  money  enabled  FHLBB 
employees  to  travel  around  the  country  to  encourage 
local  business  people  to  create  federally  chartered 
S&Ls  —  and  later  to  promote  state-chartered  S&Ls  as 
well. 

Clearly,  Congress  at  that  time  envisioned  a  formal 
public-private  partnership  with  the  savings  and  loan 
industry.  And,  just  as  clearly,  the  assumption  behind 
the  creation  and  subsequent  governmentally  sup¬ 
ported  growth  of  the  modern  S&L  industry  was  that  a 
healthy  thrift  industry  was  a  prerequisite  of  a  healthy 
housing  industry. 

I  want  to  be  frank.  But  before  I  do  I  want  to  tell  you  the 
trouble  those  five  words  —  “I  want  to  be  frank”  —  got 
me  into  when  I  first  started  practicing  law.  I  had  a  case 
out  in  the  wilds  of  West  Texas.  It  was  a  little  town  with  a 
little  courthouse.  Everything  was  little,  including  the 
judge.  I  wanted  to  impress  him.  So  I  said:  “Your  honor,  I 
want  to  be  frank."  And  he  said:  “I  am  not  accustomed  to 
denying  that  privilege  to  members  of  the  bar,  but  I’ve 
rarely  met  a  lawyer  who  wanted  to  use  it.”  I  lost  the 
case.  And  every  other  one  I  argued  before  him  But, 
frankly,  anyone  can  see  that  the  world  has  changed 
since  the  early  1930s.  And,  frankly,  anyone  can  see 
that  the  housing  industry  today  is  being  financed  by 
many  sources. 


According  to  such  scholars  as  Alan  Meltzer,  the  as¬ 
sumption  that  a  separate  thrift  industry  is  a  prerequisite 
for  a  healthy  housing  industry  is  simply  not  the  case 
“People  do  not  buy  houses  because  they  can  take  out 
mortgages,”  he  has  argued.  “They  take  out  mortgages 
because  they  decide  to  buy  houses.” 

The  supply  of  mortgage  money  then,  he  has  stressed, 
tends  to  shift  the  demand  for  housing  forward  or  back¬ 
ward  in  time,  but  it  has  little  effect  on  the  aggregate 
demand  for  housing  over  time.  In  other  words,  all  of  the 
regulatory  protection  given  the  thrifts  over  the  years  in 
the  name  of  the  housing  industry  may  have  accom¬ 
plished  little  for  the  housing  industry.  I’m  not  saying  that 
I  agree  with  Meltzer  —  but  his  analysis  is  something  to 
think  about. 

A  thrift  industry  may  not  be  a  prerequisite  to  a  healthy 
housing  industry,  but  the  availability  of  a  mortgage  is  a 
factor  in  a  person’s  decision  to  buy  a  home.  First,  he 
has  to  want  to  buy  it.  But  he  also  has  to  be  able  to  pay 
for  it.  And,  since  few  of  us  can  pay  cash,  that  usually 
means  taking  out  a  mortgage.  So  availability  of  fin¬ 
ancing  from  some  source  is  an  integral  part  of  home 
ownership. 

Let’s  assume  —  for  the  sake  of  argument  —  that  in  an 
environment  of  highly  segmented  financial  institutions 
such  as  the  one  we  had  up  until  a  decade  ago,  a 
specialized  savings  and  loan  industry  was  necessary 
to  support  housing.  Does  that  mean  that  such  an  indus¬ 
try,  segregated  and  specialized  by  law,  is  still  a  pre¬ 
requisite  to  a  healthy  housing  industry?  Has  the  world 
changed  since  the  1930s? 

Those  are  the  two  concrete  questions  that  we  should 
be  asking.  Not  whether  the  tool  is  obsolete  or  inefficient 
or  dulled  to  uselessness.  But  whether  other  tools  can 
do,  and  are  doing,  the  job  as  well 

The  argument  that  a  separate,  segmented  thrift  indus¬ 
try  is  necessary  has  been  much  weakened  by  technical 
changes  that  have  made  the  mortgage  market  much 
broader  than  it  was  when  the  current  regulatory  struc¬ 
ture  was  developed.  Secondary  mortgage  markets, 
increased  knowledge  about  diversification,  and  the 
advent  of  adjustable-rate  mortgages  have  made  mort¬ 
gage  lending  more  attractive  to  other  lenders,  thus 
opening  up  a  wide  range  of  sources  for  home  financ¬ 
ing.  And  there  are  alternative  ways  of  achieving  the 
important  public  policy  goal  of  promoting  home  owner¬ 
ship:  tax  subsidies  and  support  for  secondary  mort¬ 
gage  market  agencies  are  two. 

How  have  these  changes  affected  the  mortgage  mar¬ 
ket?  Well,  an  OCC  economist  recently  looked  at  the 
figures  for  the  eighties  and  found  that  thrifts  provided 
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only  about  35  6  percent  of  the  credit  for  1-  to  4-family 
mortgage  originations  in  1986,  in  other  words,  a  little 
more  than  a  third  Commercial  banks  provided  about 
24  4  percent  And  other  institutions,  such  as  mortgage 
companies,  provided  about  40  percent.  This  compares 
to  54  percent  for  thrifts,  1 9  percent  for  banks  and  about 
27  percent  for  other  institutions  in  1983,  just  3  years 
earlier 

Perhaps  even  more  revealing,  General  Motors  Accept¬ 
ance  Corporation  services  a  greater  dollar  volume  of 
mortgages  today  than  any  thrift.  Even  if  thrifts  once 
played  a  unique  role  in  ensuring  an  adequate  supply  of 
home  financing,  today  that  is  clearly  not  the  case. 
Furthermore,  increased  interest-rate  volatility  has 
made  it  unwise  for  a  thrift,  or  any  other  short-term 
funded  financial  institution,  to  concentrate  its  asset 
portfolio  in  long-term,  fixed  rate  loans  such  as  resi¬ 
dential  mortgages.  Even  adjustable-rate  mortgages 
can  pose  interest  rate  risks  because  of  caps  that  pre¬ 
vent  the  lender  from  moving  the  rate  to  match  the 
market. 

Today,  as  we  all  know,  we  are  facing  a  big  expense  and 
a  big  question.  The  question  need  not  be:  "Is  the  thrift 
industry  special?”  Or  "Is  the  thrift  industry  viable9"  And 
it  need  not  even  be:  "Is  the  thrift  industry  necessary  to 
the  financing  of  home  mortgages?" 

The  question  facing  policymakers  is  not  whether  to  do 
away  with  a  separate  thrift  industry.  The  distinctions 
between  certain  thrifts  and  banks  will  continue  to  dim¬ 
inish,  whatever  regulatory  policies  are  adopted. 

Rather  the  question  should  be:  "What  changes  in  the 
regulatory  framework  are  needed  to  ensure  that  finan¬ 
cial  service  companies  of  whatever  type  serve  the 
public  interest  efficiently  in  an  increasingly  competitive 
market?"  And  that,  of  course,  is  just  a  part  of  the  larger 
question:  "What  services  do  we  want  our  financial 
system  to  provide  as  we  move  into  the  1990s?" 

As  the  roles  played  by  thrifts  and  banks  in  the  market 
become  more  similar,  it  becomes  increasingly  impor¬ 
tant  that  they  both  adhere  to  the  same  set  of  super¬ 


visory  rules,  regulations  and  procedures.  Of  particular 
importance,  differences  in  accounting  standards,  capi¬ 
tal  requirements,  and  closure  rules  should  be  elimin¬ 
ated.  The  simplest  and  quickest  way  to  accomplish  this 
goal  is  to  modify  the  existing  thrift  regulatory  structure 
to  make  it  conform  to  the  current  banking  structure 
This  is  essentially  what  the  Bush  Administration  plans 
to  do. 

The  Federal  Home  Loan  Bank  System  would  be  re¬ 
tained  as  a  separate  thrift  regulator.  It  would  parallel  the 
OCC,  the  regulator  of  national  banks,  in  most  important 
respects,  including  its  relationship  with  the  Treasury 
Department.  Similarly,  the  thrift  industry's  insurance 
fund  would  be  managed  by  the  same  corporation  that 
has  managed  the  fund  for  banks  since  1933,  the  FDIC. 

The  modern  thrift  industry,  segmented,  sponsored  and 
promoted  by  the  federal  government,  was  born  in  the 
midst  of  crisis.  Significantly,  it  has  taken  a  crisis  to 
adjust  that  industry  to  reality  long  after  reality  has 
changed.  But  that  adjustment  is  now  underway.  And 
progress,  after  all,  is  progress,  no  matter  how  long  it 
takes. 

I  began  today  with  a  story  about  how  you  have  to  be 
careful  when  you  ask  questions  to  get  the  type  of 
response  you  want.  Nothing  underscores  this  point 
more  than  the  experience  of  a  friend  of  mine,  a  small 
town  banker  in  West  Texas.  One  day  years  ago  a 
country  woman  came  to  his  bank  to  see  if  she  could  get 
a  loan  to  build  a  bathroom  in  her  house.  She  had  never 
been  in  a  bank,  so  she  was  nervous.  She  got  right  down 
to  the  point  with  the  bank  president:  “I  want  to  borrow  a 
thousand  dollars  to  put  a  bathroom  in  my  house.”  The 
banker  was  cautious  and  responded:  "I  don't  believe  I 
know  you.  Where  have  you  done  your  business  be¬ 
fore9"  And  she  replied:  "Out  back  in  the  two  seater." 

We've  asked  the  right  question:  How  can  be  change 
regulation  of  the  financial  services  industry  to  meet  the 
needs  of  the  public  today?  It  is  a  terribly  important 
question  and  it  is  terribly  important  that  we  find  the  right 
answer. 
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Statement  of  Robert  L.  Clarke,  Comptroller  of  the  Currency,  before  the  Examination, 
Audit,  and  Review  Task  Force  of  the  House  Subcommittee  on  Financial  Institutions 
Supervision,  Regulation,  and  Insurance  of  the  Committee  on  Banking,  Finance  and 
Urban  Affairs,  Washington,  D.C.,  March  22,  1989 


Thank  you,  Mr.  Chairman.  I  appreciate  the  opportunity 
to  testify  before  this  task  force  on  issues  of  fundamental 
importance  to  the  Office  of  the  Comptroller  of  the  Cur¬ 
rency:  bank  supervision  and  compensation.  Bank 
supervision  is  our  job  We  cannot  do  our  job  unless  our 
people  are  sufficiently  experienced  and  adequately 
compensated.  My  written  testimony  addresses  the  ex¬ 
perience  and  compensation  issues  in  detail.  It  answers 
all  the  questions  you  asked  us  in  your  invitation  letter. 

That  written  statement,  I  believe,  makes  an  airtight  case 
for  establishing  compensation  parity  among  all  the 
depository  institution  supervisors,  and  I  recommend  it 
to  you.  We  also  appreciate  your  concern  about  his 
issue  and  your  support.  In  my  testimony  this  afternoon  I 
will  focus  on  the  first  issue,  bank  supervision. 

Bank  supervision  exists,  Mr.  Chairman,  for  two  rea¬ 
sons:  to  protect  the  depositor  from  loss  when  an  indi¬ 
vidual  institution  experiences  problems  and  to  protect 
the  depositor  from  loss  should  the  financial  system 
experience  problems.  It  isn’t  the  goal  of  bank  super¬ 
vision  to  protect  stockholders  and  managements.  They 
have  the  right  to  succeed,  and  to  fail,  in  a  free  enter¬ 
prise  economy.  But  the  failure  of  an  individual  insti¬ 
tution  should  not  bring  the  system  down,  or  injure  the 
average  depositor,  or  produce  big  losses  to  the  de¬ 
posit  insurance  fund. 

Bank  supervision  keeps  these  things  from  happening. 

In  your  invitation  letter  you  asked  me  to  describe  how 
often  we  examine  banks  and  what  our  process  entails. 
To  answer  those  two  questions  adequately,  I  must  first 
describe  our  approach  to  supervision  and  why  we  take 
the  approach  that  we  do. 

The  OCC  supervises  4,319  federally  chartered  banks 
having  total  assets  of  approximately  $1.8  trillion.  Al¬ 
though  national  banks  number  only  about  a  third  of  the 
banks  in  the  country,  the  remaining  two-thirds  being 
state  chartered,  national  banks  represent  about  60 
percent  of  the  total  assets  in  the  U  S.  banking  system 
Most  of  the  nation’s  largest  money-center  banks  are 
federally  chartered.  And  many  of  the  larger  regional 
banking  institutions  are  federally  chartered,  too. 

The  OCC  believes  that  the  national  interest,  a  healthy 
economy,  requires  a  safe  and  stable  national  banking 
system,  a  national  banking  system  that  preserves  pub¬ 
lic  confidence,  a  national  banking  system  that  makes 


available  a  wide  variety  of  financial  services  in  a  com¬ 
petitive  marketplace. 

Supervision  is  essential  to  assuring  this  safe  and  stable 
national  banking  system.  And  this  supervision  requires 
striking  a  balance  between  allowing  banks  the  maxi¬ 
mum  degree  of  flexibility  to  provide  innovative  services 
and  ensuring  that  such  services  are  delivered  in  a  safe 
and  sound  manner.  Overly  strict  regulation  would  stifle 
creativity  and  competition.  Too  little  supervision  would 
promote  an  unsafe  system  that  could  jeopardize  public 
confidence. 

We  cannot  and  should  not  manage  banks  day-by-day 
The  responsibility  for  ensuring  that  an  individual  bank's 
safety,  ability  to  compete,  and  compliance  with  bank¬ 
ing  law  rests  with  the  banking  directors  and  manage¬ 
ment.  The  OCC,  however,  is  responsible  for  promoting 
the  safety  and  soundness  of  the  banking  system.  And 
we  do  so  by  requiring  that  national  banks  adhere  to 
sound  management  principles  and  that  they  comply 
with  the  law.  We  do  so  by  encouraging  banks  to  satisfy 
customer  and  community  needs  while  remaining  effi¬ 
cient  competitors  in  the  financial  services  market. 

To  accomplish  these  overall  objectives,  we  approach 
supervision  from  two  directions:  supervision  of  the 
system  and  supervision  of  individual  institutions. 

First,  in  supervision  of  the  system  we  analyze  informa¬ 
tion  from  individual  banks  and  the  financial  market¬ 
place  to  identify  issues  that  will  affect  the  system,  to 
project  the  impact  of  these  issues  on  individual  banks 
and  groups  of  banks,  and  to  take  steps  to  minimize  any 
harm. 

For  example,  last  year  we  completed  and  released  a 
major  study  on  the  causes  of  bank  failure.  Later,  we 
looked  at  highly  leveraged  transactions  at  national 
banks,  analyzed  that  market,  and  issued  guidelines  to 
examiners  that  we  hope  will  prompt  banks  involved  in 
highly  leveraged  transactions  to  devote  more  attention 
to  safety  and  soundness  standards  We  also  analyzed 
real  estate  markets,  detected  some  softening  in  the 
markets,  looked  at  major  bank  participants  in  real  es¬ 
tate  lending,  made  suggestions  on  how  they  could 
improve  their  performance,  and  communicated  these 
suggestions  more  broadly  to  all  banks 

In  supervising  individual  institutions,  we  begin  by  moni¬ 
toring  individual  banks  We  analyze  information,  both  at 
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the  bank  and  in  our  offices,  identify  weak  or  problem 
areas  in  the  bank,  discuss  these  problems  with  the 
bank's  management  and  board  of  directors,  and  de¬ 
velop  specific  plans  for  correcting  the  problems.  Gen¬ 
erally,  the  OCC  is  able  to  work  cooperatively  with  bank 
management  and  the  board  of  directors  to  resolve 
problems.  But  if  this  cooperative  approach  doesn’t 
work,  we  use  administrative  or  enforcement  actions. 

We  view  the  supervision  of  individual  banks  as  a  con¬ 
tinuing  process.  We  tailor  our  approach  to  the  indi¬ 
vidual  bank  s  characteristics  and  risks.  We  monitor 
their  condition  to  track,  among  other  things,  fast 
growth,  rapid  declines  in  earnings,  and,  on  a  broader 
level,  adverse  trends  in  markets.  Our  focus  is  on  the 
early  identification  of  problems  and  their  causes,  fol¬ 
lowed  by  a  prompt,  effective  supervisory  response  to 
resolve  problems.  In  addition,  we  also  seek  to  prevent 
problems  from  developing. 

To  that  end,  the  OCC  strongly  encourages  banks  to 
develop  management  systems  and  controls  to  ensure 
that  management  recognizes  problems  at  an  early 
stage  and  takes  corrective  action,  a  discipline  that  is  in 
place  all  day,  every  day. 

Mr.  Chairman,  we  don't  see  our  primary  role  as  that  of 
being  bank  police.  To  be  sure,  where  we  find  banks 
breaking  the  law,  we  act.  But  our  fundamental  ap¬ 
proach  to  safety  and  soundness  for  the  vast  majority  of 
institutions  that  are  in  compliance  with  the  law  goes 
beyond  merely  imposing  commandments  and  check¬ 
ing  to  see  that  they  are  followed,  in  other  words,  after 
the  fact  supervision 

We  also  want  to  be  a  positive  force  in  creating  a  better 
banking  system  in  advance.  And  a  better  banking 
system  requires  better  bankers.  Through  our  analysis, 
we  show  bankers  how  to  avoid  and  minimize  problems. 
And  we  prompt  them  to  adopt  and  use  managerial 
techniques  that  will  improve  their  performance.  We  are 
not  only  telling  bankers:  “Thou  shalt  not  .  ,  ."  We  are 
also  telling  them:  “Experience  shows  that  if  you  do  this, 
this  benefit  will  follow.”  Yet,  if  the  situation  demands  that 
we  act  like  police,  we  are  police.  But  in  most  cases  we 
are  analysts  bringing  our  knowledge  to  bear  on  pre¬ 
venting  problems  and  improving  performance,  not  fer¬ 
reting  out  malfeasance  and  punishing  it. 

That  being  the  case,  how  do  we  allocate  our  re¬ 
sources7  We  try  to  provide  each  national  bank  with  the 
amount  and  degree  of  supervision  that  we  believe 

necessary 

•  To  keep  the  OCC  on  top  of  existing  and  potential 
problems  in  the  system  and  at  individual  banks 


•  To  monitor  every  national  bank’s  financial  condi¬ 
tion  and  to  analyze  that  condition  at  least  once 
every  year. 

•  To  create  a  supervisory  strategy  that  addresses 
individual  bank  problems  and  that  provides  for 
effective  resolution  and  corrective  action. 

Of  course,  some  banks  require  more  attention  than 
others  for  these  objectives  to  be  met.  So  the  amount  of 
supervision  each  national  bank  receives  varies  accord¬ 
ing  to  our  assessment  of  risks  posed  by  individual 
banks  or  banking  activities  to  the  safety  and  soundness 
of  the  banking  system  as  a  whole  Our  assessment  of 
risk  is  based  on  the  potential  impact  of  an  issue  or 
institution  on  the  system,  the  size  of  an  institution,  and 
the  seriousness  of  its  problems. 

We  develop  a  specific  supervisory  strategy  for  every 
national  bank,  a  strategy  that  takes  into  consideration 
such  factors  as  the  quality  of  management;  scope  of 
operations;  adequacy  of  policies,  procedures  and 
planning;  internal  controls,  audit  coverage  and  prob¬ 
lem  loan  identification  systems;  overall  financial  per¬ 
formance;  and  any  other  factors  that  might  affect  the 
condition  of  the  bank. 

How  does  all  this  work  in  practice? 

We  keep  examination  staff  on  full-time  duty  at  eleven  of 
the  country’s  largest  national  banks.  Together,  these 
eleven  multinational  banks,  and  their  banking  affiliates, 
account  for  about  35  percent,  more  than  a  third,  of  the 
assets  in  our  national  banking  system.  Our  continuous 
presence  provides  us  with  greater  knowledge  of  the 
day-to-day  managerial  decisions  at  these  complex 
institutions  than  would  otherwise  be  available.  In  doing 
so,  it  increases  our  sensitivity  to  the  general  condition 
of  those  institutions.  The  examiner  on  duty  at  the  eleven 
multinational  banks  routinely  stays  in  touch  with  the 
OCC’s  Washington  office.  This  on-site  monitoring  pro¬ 
gram  has  increased  our  predictive  capability  in  the 
supervision  of  the  nation's  largest  banks  and  has 
quickened  our  response  to  problems. 

Banks  with  more  than  $1  billion  in  assets  other  than  the 
multinationals,  banks  that  we  call  regional  companies, 
have  an  examiner  assigned  who  routinely  checks  them 
out  once  a  quarter.  These  160  or  so  national  banking 
companies  account  for  about  47  percent  of  the  assets 
of  national  banks.  For  the  other  national  banks,  exami¬ 
nation  strategies  are  developed  by  an  examiner,  called 
the  portfolio  manager,  who  has  been  assigned  respon¬ 
sibility  for  the  continual  supervision  of  the  bank  These 
strategies  blend  on-site  and  off-site  analyses.  We  ex¬ 
pect  the  portfolio  managers  to  be  thoroughly  familiar 
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with  the  condition  and  activities  of  their  banks  at  all 
times. 

The  supervisory  process  they  follow  is  composed  of 
four  parts:  information  gathering,  analysis,  communi¬ 
cations  and  problem  resolution. 

We  gather  information  from  a  large  number  of  sources. 
These  include:  on-site  reviews  of  bank  records  and 
systems  and  discussions  with  bank  management  and 
employees;  bank  reports  required  by  law,  such  as  call 
reports;  specific  requests  for  information;  bank  man¬ 
agement  information,  such  as  board  reports,  informa¬ 
tion  learned  from  applications  submitted  in  connection 
with  corporate  requests;  and  so  on. 

Examiners  analyze  this  information,  as  well  as  bank 
activities  and  systems,  to  determine  actual  and  poten¬ 
tial  risk. 

The  results  of  our  supervisory  efforts  and  concerns  are 
communicated  to  the  bank’s  board  of  directors  and 
management  of  a  bank  orally  and  in  writing  through 
discussions  with  bankers,  meetings  with  the  Board  of 
Directors,  reports  of  supervisory  activity,  handbooks, 
banking  circulars,  banking  bulletins,  advisory  letters 
and  so  on.  Finally,  problem  resolution  includes  actions 
that  range  from  increased  supervision  and  contact  with 
the  bank  to  enforcement  actions.  The  focus  of  such 
action  is  to  correct  the  causes  of  problems  and  to 
ensure  that  the  bank  establishes  procedures  to  prevent 
their  recurrence. 

Because  of  the  way  we  supervise  banks,  a  meaningful 
measure  of  the  amount  of  supervision  we  perform  is  the 
average  number  of  workdays  we  allocate  to  banks.  On 
average,  our  examiners  spent  more  than  1,950  work¬ 
days  on  each  multinational  company  and  492  work¬ 
days  on  each  regional  banking  company  in  1988. 
Workdays  allocated  to  community  banks,  those  below 
$1  billion  in  assets,  were  in  direct  correlation  to  the 
bank’s  financial  condition.  As  you  know,  Mr.  Chairman, 
we  rate  the  financial  condition  of  banks  under  our 
supervision  on  a  scale  of  1  to  5,  with  the  healthiest 
being  rated  "1”  and  the  most  troubled  being  rated  “5.” 

Last  year,  OCC  examiners  on  average  allocated  135 
workdays  to  each  bank  rated  “5,”  93  workdays  to  each 
bank  rated  “4,”  68  workdays  to  each  bank  rated  “3,”  43 
workdays  to  each  bank  rated  "2,”  and  25  workdays  to 
each  bank  rated  "1 

Mr.  Chairman,  the  OCC  also  follows  a  systemic  ap¬ 
proach  to  ensuring  compliance  with  laws  and  regula¬ 
tions.  In  other  words,  in  addition  to  compliance  tar¬ 
geted  in  bank-by-bank  supervision,  we  review  adher¬ 
ence  to  banking  law  in  a  random  sample  of  community 


banks  each  year,  about  16  percent  of  such  banks  All 
multinational  and  regional  banks  are  reviewed  for 
compliance  every  2  years. 

Examiners  assess  bank  procedures  and  systems  for 
ensuring  legal  compliance,  as  well  as  the  bank's  actual 
compliance  with  law.  Banks  in  the  review  sample  are 
required  to  correct  violations  and  make  any  necessary 
improvements  in  their  systems  for  ensuring  com¬ 
pliance.  In  addition,  the  results  of  these  reviews  allow 
the  OCC  to  assess  the  level  of  compliance  throughout 
the  banking  system  and  to  alert  all  national  banks  to 
problem  areas.  Mr.  Chairman,  it’s  very  difficult  to  de¬ 
scribe  what  the  OCC  does  in  a  1 0-minute  overview,  but 
I  think  I’ve  hit  the  high  points.  I  welcome  your  questions 


Written  Statement 

Mr.  Chairman  and  members  of  the  Task  Force,  I  am 
responding  today  to  the  questions  in  your  letter  of 
March  14,  1989,  regarding  hiring  and  compensation  at 
the  OCC  as  well  as  other  matters  relating  to  the  Admin¬ 
istration’s  proposal  for  dealing  with  the  savings  and 
loan  emergency.  I  applaud  the  efforts  of  the  Congress 
to  deal  expeditiously  with  the  Administration’s  pro¬ 
posal.  The  efforts  of  the  Task  Force  to  learn  about  the 
practical  problems  the  agencies  face  in  maintaining  a 
well-trained  supervisory  staff  is  a  particularly  con¬ 
structive  step. 

As  I  have  stated  many  times,  strong  supervision  is  the 
key  to  maintaining  the  safety  and  soundness  of  the 
banking  industry.  Attached  to  my  statement  is  a  de¬ 
scription  of  how  the  OCC  views  our  supervisory 
responsibilities. 

In  a  highly  competitive  financial  services  market, 
strong  supervision  depends  on  having  highly  skilled 
professional  staffs  at  the  banking  agencies.  I  am  par¬ 
ticularly  concerned  about  our  ability  to  retain  experi¬ 
enced,  trained  examiners.  Nearly  30  percent  of  our 
commissioned  examiner  positions  are  at  present  filled 
by  non-commissioned  examiners  who,  on  average, 
have  only  3  years  of  experience.  In  large  part,  we 
attribute  this  shortage  of  experienced  examiners  to 
salary  constraints.  To  attract  and  retain  skilled  pro¬ 
fessionals,  the  banking  agencies  must  offer  com¬ 
petitive  compensation.  Therefore,  a  very  important 
provision  of  the  Administration’s  bill  is  the  one  that  will 
allow  the  OCC  to  offer  compensation  that  is  com¬ 
parable  with  that  offered  by  other  federal  regulators  of 
financial  institutions,  who  are  moving  to  increase  fur¬ 
ther  the  compensation  they  offer  I  have  been  par¬ 
ticularly  gratified  by  the  strong  support  provided  by  the 
Administration  for  that  provision  of  the  legislation 
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A  Data  on  Reallocation  of  Agency  Examiners,  OCC 
Examiner  Levels  and  Attrition,  and  Examination 
Frequency 

1  Numbers  of  Agency  Examiners  Allocated 

Question.  How  many  OCC  examiners  are  now  as¬ 
signed  to  the  FDIC's  current  insolvent  thrift  efforts?  Are 
there  additional  supervisory  or  legal  staff  so  assigned, 
and,  if  so,  how  many? 

Answer  As  of  March  5,  1 70  OCC  field  examiners  were 
assigned  to  the  examination  of  problem  thrift  insti¬ 
tutions.  That  number  is  expected  to  peak  at  approxi¬ 
mately  180  this  week. 

Additionally,  three  examiners  in  the  Washington  Office 
are  working  full  time  to  coordinate  and  support  the 
efforts  of  the  examiners  in  the  field.  A  limited  amount  of 
support  is  also  being  provided  by  each  of  the  OCC’s  six 
district  offices  and  by  the  Washington  legal  staff. 

Question:  The  FDIC  expects  the  peak  period  to  end 
within  three  or  so  months.  At  that  time,  how  many  fewer 
OCC  examiners  are  expected  to  be  so  deployed7 

Answer:  The  OCC  has  committed  to  examine  one- 
quarter  of  the  approximately  240  troubled  thrifts  iden¬ 
tified  by  the  FDIC  —  or  about  60  institutions.  We  expect 
to  have  completed  all  of  those  examinations  by  May  31 , 
at  which  time  our  commitment  of  examiner  resources 
should  end 

2  OCC  Examiner  Levels,  Attrition  Rate,  and  Hiring 

Question  Please  set  forth  (in  a  table)  OCC  examiner 
levels  for  yearend  1986,  1987,  and  1988,  and  as  of 
February  28,  1989,  indicating  for  each  point  in  time  the 
total  examiner  levels,  the  number  of  examiners  which 
left  the  OCC  during  the  period  covered  (and,  if  known 
the  number  or  percentages  which  left  to  enter  the 
private  sector  or  to  work  for  other  banking  agencies), 
the  number  which  the  OCC  hired  during  that  period, 
and  the  net  increase  in  numbers  of  examiners  at  that 
point  in  time.  Has  the  OCC  encountered  any  difficulty 
filling  most  of  the  vacancies? 

Answer 

Examiner  Levels,  Attrition,  and  Hiring 

Examiners 


Year 

Examiners 

at 

Yearend 

Departing 

During 

Year 

Examiners 

Hired 

Net 

Increase 

1986 

2202 

268 

281 

13 

1987 

2 450 

188 

436 

248 

1988 

2356 

219 

125 

94 

2  28/89 

2366 

27 

37 

10 
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Number  of  OCC  Examiners  Going  to 
Other  Financial  Regulatory  Agencies 


Year 

Number 

Percent  of 

Departing  Examiners  “ 

1986 

51* 

190 

1987 

12 

64 

1988 

16 

7  3 

2/28/89 

2 

3  7 

'FHLBS  began  an  aggressive  recruiting  program  in  1986 

"Based  on  exit  interviews,  we  estimate  that  between  70  and  80 
percent  of  departing  OCC  examiners  leave  to  take  jobs  at  banks 

The  OCC  has  encountered  difficulty  filling  vacancies  at 
the  commissioned  examiner  level  as  well  as  recruiting 
and  hiring  entry-level  examiners.  Currently,  the  OCC 
has  325  positions  that  should  be  filled  by  com¬ 
missioned  national  bank  examiners,  but  are  instead 
held  by  less  experienced  assistant  or  associate  exami¬ 
ners.  One  reason  for  this  shortage  is  that  examiners 
have  received  more  lucrative  offers  from  banks  or  other 
regulators.  Historically,  we  have  filled  commissioned 
examiner  positions  from  within  the  OCC.  We  now  have, 
however,  an  insufficient  number  of  examiners  who  are 
ready  for  a  commission.  We  expect  this  problem  will  be 
largely  solved  in  a  few  years,  if  we  can  pay  enough  to 
keep  people  in  the  "pipeline”  and  if  we  can  retain  our 
senior  examiners. 

The  alternative  to  relying  on  the  “pipeline”  is  to  hire 
experienced  personnel  from  outside  the  OCC.  There  is, 
however,  a  relatively  fixed  supply  of  professionals  with 
the  skills  and  experience  needed  to  supervise  banks. 
The  OCC  has  not  actively  recruited  from  other  bank 
regulatory  agencies.  If  we  could  do  so  successfully,  the 
effect  would  be  to  transfer  our  staffing  problems  to  the 
other  federal  bank  supervisory  agencies.  The  OCC 
suffered  some  significant  losses  to  the  Federal  Home 
Loan  Bank  System  (FHLBS)  shortly  after  the  FHLBS 
restructured  its  compensation  levels.  That  largely  ac¬ 
counts  for  the  high  number  of  examiners  lost  to  other 
agencies  in  1986. 

The  OCC  has  had  limited  success  in  hiring  from  the 
private  sector.  We  have  found  that  people  with  the  skills 
and  experience  that  will  prove  useful  in  supervising 
banks  still  require  substantial  job-specific  training.  It 
also  appears  that  the  travel  required  of  bank  examiners 
and  the  prospect  of  having  their  earnings  limited  by  the 
federal  pay  cap  make  a  career  at  the  OCC  less  at¬ 
tractive  to  such  individuals  than  private-sector 
alternatives. 

Regarding  hiring  entry-level  examiners,  our  difficulties 
occur  primarily  in  high-cost  areas  We  attribute  those 
problems  to  the  fact  that  our  salaries  are  not  com¬ 
petitive.  either  with  the  other  federal  regulators  or  with 


competing  private-sector  employers.  To  address  this 
problem,  we  spend  about  $1,000  more  in  recruiting 
costs  per  recruit  in  those  areas  than  we  do  elsewhere. 
Those  efforts,  however,  cannot  sufficiently  offset  inad¬ 
equate  salary  offers. 

Question:  In  1988  and  also  the  first  2  months  of  1989, 
what  was  the  OCC's  attrition  rate  for  all  examiners  and 
other  supervisory  and  legal  staff?  What  was  the  attrition 
rate  for  more  experienced  mid-  to  senior-level  exami¬ 
ners  and  supervisory  and  legal  staff7  Is  the  OCC  able  to 
replace  most  of  these  positions  with  similarly  experi¬ 
enced  staff? 

Answer:  The  OCC's  1 988  turnover  rate  was  9. 1  percent 
for  examiners  and  8.0  percent  for  other  professional 
staff.  Losses  during  the  first  2  months  of  1989  parallel 
those  of  the  first  2  months  of  1988,  indicating  no  sig¬ 
nificant  change  from  last  year’s  level. 

Turnover  rates  were  lower  for  senior  level  staff: 

Commissioned  Examiners  (CP-6 
to  CP-12)  2.9  percent 

Other  Professionals  (CP-6  to 
CP-12)  6.3  percent 

The  OCC  has  had  limited  success  in  hiring  experi¬ 
enced  examiners.  Therefore,  we  rely  on  “home  grown" 
examiners — hired  at  the  entry  level  and  trained  by  the 
OCC.  It  takes  from  4  to  6  years  for  a  new  recruit  to  gain 
the  knowledge  needed  to  earn  a  commission.  And,  as 
in  most  organizations,  turnover  of  first-career,  entry- 
level  personnel  is  high.  As  a  result,  the  OCC  hires  and 
trains  two  entry-level  bank  examiners  to  fill  each  com¬ 
missioned  vacancy.  We  estimate  the  cost  of  providing 
complete  training  to  each  examiner  to  be  $36,000,  not 
including  the  time  and  effort  contributed  by  senior-level 
staff  in  one-on-one  training  activities. 

Question:  The  OCC  has  expressed  [more]  concern  in 
the  past  about  the  “mix  of  examiners  by  experience 
level”  [rather]  than  the  size  of  the  examining  staff. 
Please  explain  for  the  members  of  the  Task  Force  your 
concern,  and  difficulties  with  hiring  new  trainees.  How 
many  new  examiner  trainees  can  the  OCC  assimilate 
this  year,  given  its  present  mix  of  the  trainees  and 
experienced  examiners?  Like  the  FDIC,  does  the  OCC 
try  to  maintain  a  particular  ratio  of  trainees  to  experi¬ 
enced  examiners?  (For  example,  the  FDIC,  at  least  in 
the  past,  could  not  assimilate  more  than  350  new 
trainees  per  year,  because  it  wanted  to  maintain  a  ratio 
of  1  trainee  per  5  experienced  examiners.)  If  the  OCC 
does  not  use  a  ratio,  explain  briefly  how  the  OCC 
arrives  at  a  limitation. 

Answer:  For  the  short  term,  given  no  significant 
changes  in  the  OCC's  workload,  we  believe  that  it  is 


important  to  concentrate  on  increasing  the  experience 
levels  of  our  staff,  rather  than  staff  size  The  need  to 
increase  the  experience  level  of  our  staff  is  caused  by 
several  factors.  First,  we  experienced  exceptionally 
high  turnover  from  the  early  1980s  through  1986  and 
were  unable  to  fill  those  positions  because  of  externally 
imposed  hiring  freezes  in  1980,  1981.  and  1982  Also 
contributing  to  the  lower  levels  of  experience  among 
staff  was  the  decision  to  increase  the  number  of  exami¬ 
ner  positions  by  nearly  400  between  1983  and  1989 
Almost  all  of  this  growth  was  accomplished  by  recruit¬ 
ing  entry-level  staff.  Currently,  325  (27  percent)  of  field 
examiner  positions  requiring  the  expertise  of  a  com¬ 
missioned  examiner  (with  12.8  years  of  experience  on 
average)  are  filled  by  non-commissioned  examiners 
(with  an  average  of  only  3.1  years  of  experience). 

A  disproportionate  number  of  the  positions  filled  by 
less  experienced  examiners  are  in  two  of  our  excep¬ 
tionally  high-cost  cities  —  New  York  and  Los  Angeles 
—  where  43  percent  and  50  percent,  respectively,  of 
the  commissioned  examiner  positions  are  held  by  non¬ 
commissioned  examiners.  This  shortage  is  particularly 
significant,  because  those  two  cities  are  the  head¬ 
quarters  of  a  number  of  the  largest  national  banks. 

The  OCC  has  not  established  a  fixed  ratio  of  trained 
examiners  to  trainees  as  the  FDIC  has  apparently 
done.  Rather  our  capacity  to  assimilate  new  examiners 
is  limited  by  our  ability  to  divert  experienced  com¬ 
missioned  examiners  from  supervising  banks  to  run¬ 
ning  training  crews.  Those  crews  are  normally  com¬ 
posed  of  five  trainees  and  one  commissioned  examiner 
who  serves  as  the  training  team  leader.  The  team 
spends  six  months  in  an  intense  training  cycle. 

3.  Gaps  in  OCC  Examiner  Levels 

Question:  How  many  more  field  examiners  does  the 
OCC  need  at  present  to  provide  the  degree  of  optimum 
national  bank  examination  and  supervision  —  both 
off-site  and  on-site  monitoring  —  which  the  OCC  would 
prefer  (recognizing  that  the  OCC  does  not  adhere  to 
any  policies  on  actual  frequencies  of  examinations), 
especially  for  problem  banks7  Does  the  OCC  have  any 
internally  generated  studies  or  budget  related  docu¬ 
ments  reflecting  on  this,  and,  if  so,  what  do  they 
indicate? 

Answer:  The  OCC  believes  that  we  have  a  reasonably 
adequate  number  of  people  to  meet  our  current  work¬ 
load.  The  problem  we  must  concentrate  on  is  increas¬ 
ing  the  experience  levels  of  our  staff  In  1985,  the  OCC 
began  a  formal  analysis  of  optimum  staffing  levels  for 
field  examiner  positions  As  was  noted  above,  that 
analysis  indicated  that  currently  325  (27  percent)  of 
commissioned  examiner  positions  are  filled  by  non- 


53 


commissioned  examiners  This  situation  has  been 
most  acute  in  New  York  and  Los  Angeles  and  we  have 
observed  it  consistently  since  we  began  our  analysis  of 
optimum  staffing  levels. 

In  1985,  approximately  60  percent  of  the  com¬ 
missioned  examiner  positions  in  New  York  City  were 
filled  by  non-commissioned  examiners.  Today,  43  per¬ 
cent  are  in  that  category.  In  Los  Angeles,  the  figures 
are  32  percent  and  50  percent,  respectively. 

A  reason  for  this  disparity  with  the  nationwide  average 
is  that  many  examiners  who  are  ready  to  be  com¬ 
missioned  are  unwilling  to  move  to  high-cost  cities, 
where  the  greatest  number  of  commissioned  positions 
exists.  The  value  of  their  promotion  would  be  more  than 
offset  by  higher  living  costs. 

Question:  What  is  the  impact  of  insufficient  numbers  of 
experienced  examiners  and  where  is  it  most  felt  —  in 
terms  of  types  of  institutions,  types  and  frequency  of 
examinations,  geographically,  and  other  factors9 

Answer:  The  effectiveness  of  the  OCC  is  maintaining 
the  safety  and  soundness  of  the  banking  system  de¬ 
pends  on  the  ability  of  our  personnel  to  detect  prob¬ 
lems  early  and  to  tailor  supervisory  strategies  to  the 
situations  that  they  encounter.  Our  ability  to  meet  these 
goals  is  dependent  upon  an  examining  staff  of  ade¬ 
quate  size,  experience,  and  maturity.  So  far,  we  have 
been  able  to  meet  our  goals  for  the  total  size  of  the 
examination  workforce  by  hiring  new,  entry-level  per¬ 
sonnel.  But  we  have  had  serious  difficulties  in  retaining 
our  recruits  through  the  training  period  and  to  the  time 
they  become  commissioned. 

We  attribute  our  shortage  of  experienced  examiners 
mainly  to  salary  constraints,  which  have  lessened  our 
ability  to  compete  with  other  federal  bank  supervisors 
and  private-sector  employers.  The  hardest-to-fill  va¬ 
cancies  for  commissioned  examiners  are  in  high-cost 
metropolitan  areas,  such  as  New  York  and  Los  An¬ 
geles.  There  are  also  shortages  in  the  Southwestern 
District,  where  the  majority  of  problem  banks  are 
located. 

The  shortage  of  experienced  examiners  in  high-cost 
metropolitan  areas  is  of  particular  concern  to  us,  be¬ 
cause  that  is  where  large  multinational  and  super- 
regional  banks  are  located.  These  are  the  banks  that 
place  the  greatest  demands  on  the  skill  and  experi¬ 
ence  of  examiners;  they  also  pose  the  greatest  risk  to 
the  banking  system 

A  shortfall  in  the  number  of  commissioned  examiners 
means  that  lower-level  examiners  are  performing  tasks 
that  should  be  done  by  their  more  experienced 


counterparts.  We  have  been  successful  in  hiring  tal¬ 
ented  entry-level  examiners.  Nonetheless,  less  experi¬ 
enced  examiners  lack  the  expertise  needed  to  recog¬ 
nize  quickly  and  deal  with  existing  or  emerging  prob¬ 
lems,  and  may  require  more  time  to  complete  a 
particular  assignment  The  effect  is  that  more  experi¬ 
enced  examiners  spend  a  significant  amount  of  time 
overseeing  the  efforts  of  those  will  less  experience 
Also,  less  experienced  examiners  may  focus  so  much 
on  details  that  they  miss  the  larger  concerns,  which 
would  be  apparent  to  a  more  seasoned  examiner. 

B.  OCC  Examiner  Compensation;  Amounts, 
Deficiencies,  and  Increases 

1.  Increases  in  Examiner  and  Other  OCC  Staff  Salaries 

Question:  By  how  much  were  examiner  and  super¬ 
visory  and  legal  staff  salaries  increased  in  1987,  1988, 
and  1989  (to  present?)  If  the  increases  were  minimal, 
why? 

Answer:  Salary  Structure  Increases 

The  percentage  increases  in  the  OCC’s  examiner, 
supervisory,  and  other  professional  staff  salary  struc¬ 
ture  are  shown  below. 

“Salary  structure"  refers  to  the  lower  limits,  mid-points, 
and  upper  limits  of  the  permissible  salary  range  for 
each  level  in  the  OCC  compensation  program  (CP 
level).  An  individual’s  salary  increase  depends  on  his 
or  her  merit  rating,  but  if  the  salary  structure  is  not 
adjusted  sufficiently  each  year,  some  employees  will 
not  receive  their  entire  merit  pay  increase,  because 
that  would  put  them  above  the  ceiling  for  their  level. 
This  phenomenon  is  referred  to  as  "pay  compression.” 


Actual 

Year 

Increase 

1987 

3  0% 

1988 

2  0% 

1989 

4  1% 

The  OCC’s  compensation  plan  (for  all  non-SES  pro¬ 
fessional  personnel)  was  constructed  in  1981.  It  was 
designed  to  provide  pay  for  performance.  The  intent 
was  to  make  salaries  for  OCC  positions  comparable  to 
private-sector  salaries  for  positions  that  require  equiv¬ 
alent  skills  and  carry  similar  responsibilities.  More  re¬ 
cently,  we  have  also  taken  into  account  the  higher 
salaries  paid  by  other  federal  regulators.  As  part  of  the 
plan,  the  OCC  conducts  an  annual  survey  of  salaries 
paid  by  other  regulators  and  by  the  banking  industry  to 
determine  the  amount  by  which  OCC  compensation 
levels,  as  reflected  in  the  OCC’s  pay  structure,  would 
have  to  increase  in  order  to  remain  competitive  In 
practice,  however,  the  OCC  pay  structure  has  been 
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increased  only  by  the  amount  granted  to  all  federal 
employees  on  the  General  Schedule. 

Compensation  for  OCC  executives  has  been  con¬ 
strained  to  federal  SES  pay  schedules.  This  means  that 
OCC  executive  salaries,  which  historically  have  been 
significantly  below  salaries  in  the  banking  industry, 
have  recently  fallen  below  the  salaries  paid  by  other 
bank  regulators.  As  a  result,  OCC  has  been  losing 
competent  executives  to  the  financial  services  industry 
and  to  other  regulators.  Further,  for  those  senior  man¬ 
agers  who  are  still  with  the  OCC,  the  narrow  pay  ranges 
within  SES  offer  limited  incentives  to  stay  with  the  OCC 
in  order  to  move  up  within  the  executive  ranks. 

Merit  Increases 

Unlike  other  federal  employees,  the  OCC's  pro¬ 
fessional  employees  receive  no  increases  based  on 
longevity.  Instead,  they  receive  pay  increases  based 
on  merit  ratings.  In  1987  and  1988,  the  average  merit 
increase  was  about  5  percent.  However,  because  of 
the  limitations  of  the  OCC's  salary  structure  discussed 
above,  approximately  570  employees,  or  20  percent  of 
the  OCC's  workforce,  did  not  receive  the  full  merit 
increase  to  which  they  were  entitled.  Instead,  their 
salaries  were  limited  by  the  upper  end  of  the  Com¬ 
pensation  Program’s  salary  structure  for  their  level  or 
by  the  federal  pay  cap.  As  a  result,  most  of  these 
people  only  received  the  comparability  increase  in  the 
General  Schedule  that  all  government  workers  re¬ 
ceived.  They  were  effectively  excluded  from  the  OCC's 
merit  pay  system.  Regardless  of  the  quality  of  their 
performance,  their  salaries  were  unchanged  in  1986, 
rose  by  only  3  percent  in  1987,  by  2  percent  in  1988, 
and  by  4  percent  in  1989.  Moreover,  140  of  those 
people  received  virtually  no  increases  in  1987  or  1988 
because  they  were  at  the  federal  pay  cap. 

2.  Examiner  Salary  Ranges 

Question:  Please  provide  data  on  the  numbers  of  OCC 
examiners  in  each  of  the  following  salary  ranges  at 
present  (or,  if  present  data  is  not  readily  available,  then 
the  most  recent  data):  (a)  less  than  $20,000,  (b) 
$20,000  to  $29,999,  (c)  $30,000  to  $39,999,  (d) 
$40,000  to  $49,999,  (e)  $50,000  to  $59,000,  and  (f) 
$60,000  plus.  (If  a  disproportionate  number  of  exami¬ 
ners  fall  in  the  top  part  of  the  bottom  part  of  a  particular 
range,  please  indicate  that,  as  well.) 

Answer: 

Distribution  of  Examiner  Salaries 

Salary  Range  Number 

Less  than  $20,000  5 

$20,000  to  $29,999  809 


$30,000  to  $39,999  432 

$40,000  to  $49,999  277 

$50,000  to  $59,999  347 

$60,000  and  higher  _ 496 


Total  2,366 


3.  Relationship  between  Inadequate  Compensation 

and  High  Attrition 

Question:  The  Task  Force  (and  the  Banking  Commit¬ 
tee)  will  be  considering  the  circumstances  surrounding 
and  also  the  need  for  proposed  section  1103  of  the 
legislation.  We  are  particularly  interested  in  any  causal 
relationship  between  inadequate  salaries  and  losses  of 
OCC  staff. 

Please  explain  how  inadequacies  in  OCC’s  compensa¬ 
tion  of  examination,  supervisory,  and  legal  staff  has 
caused  or  otherwise  contributed  to  the  attrition  rates 
and  any  lengthy  vacancies. 

Answer:  In  1988,  during  in-person  exit  interviews,  in¬ 
adequate  compensation  was  cited  by  50  percent  of  all 
departing  employees  as  the  primary  reason  for  leaving 
the  OCC.  This  has  been  the  case  since  1983,  when  we 
began  to  track  exit  interview  responses.  All  departing 
OCC  executives  received  higher  salaries,  with  pay 
increases  averaging  over  100  percent. 

The  duration  of  vacancies  is  longest  in  exceptionally 
high-cost  areas.  OCC  employees  are  reluctant  to  re¬ 
locate  to  some  major  banking  centers,  especially  New 
York  and  Los  Angeles,  because  of  the  high  cost  of 
living.  As  indicated  earlier,  many  of  our  examiner  posi¬ 
tions  in  these  areas  have  been  unfilled  for  years.  These 
banking  centers  are  precisely  where  the  need  for  expe¬ 
rienced  examiners  is  the  greatest.  Employees  are  also 
reluctant  to  accept  transfers  to  the  Washington  Office, 
despite  excellent  opportunities  for  career  enhance¬ 
ment,  because  of  the  high  cost  of  living  here. 

Even  at  the  SES  levels,  the  value  of  a  promotion  and 
potential  bonus  does  not  compensate  for  the  increase 
in  the  cost  of  living,  making  it  difficult  to  fill  those 
important  positions.  For  example,  the  duties  of  the 
District  Administrator  in  New  York  were  performed  by 
several  people  on  rotating  assignments  for  18  months 
before  we  were  able  to  fill  the  position. 

Question:  Has  the  OCC  conducted  or  contracted  for 
any  past  surveys  on  what  salary  increases  were  neces¬ 
sary  to  keep  OCC  examiner  salaries  competitive  with 
those  in  the  private  sector?  If  so,  what  did  the  surveys 
show? 

Answer:  The  OCC  conducts  a  survey  each  year  to 
assess  its  progress  in  attaining  a  reasonable  level  of 
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equity  with  the  salaries  paid  by  banks  and  other  finan¬ 
cial  regulatory  agencies  This  year,  the  mid-points  in 
our  salary  ranges  were  less  than  the  industry  salaries 
for  comparable  jobs  by  9  2  percent.  Because  more 
than  half  of  OCC  employees  are  above  the  mid-points 
of  their  salary  ranges,  actual  OCC  salaries  lagged  the 
industry  by  4  2  percent  on  average.  This  pay  com¬ 
parison  does  not  include  executives,  who  are  not  cov¬ 
ered  by  the  Compensation  Program. 

Question  How  do  the  OCC's  salaries  for  staff  compare 
with  those  examiner,  supervisor,  and  attorney  salaries 
paid  by  the  other  banking  agencies?  (Please  give  us 
concrete  examples  for  several  typical  positions,  com¬ 
paring  one  agency's  salary  with  another  for  the  same 
position.)  On  average,  by  how  much  would  the  OCC 
need  to  raise  examiner  and  supervisory  staff  salaries  to 
remain  competitive  with  other  agencies? 

Answer:  Making  that  comparison  is  difficult.  Other  fed¬ 
eral  regulators  have  the  flexibility  to  adjust  pay  either  to 
local  market  rates,  as  the  Federal  Reserve  Banks  and 
the  Federal  Home  Loan  Banks  do,  or  to  supplement 
nationwide  schedules  with  geographic  differentials 
and  bonuses,  as  is  done  by  the  FDIC. 

Generally,  Federal  Home  Loan  and  Federal  Reserve 
Bank  data  submitted  in  response  to  this  year's  salary 
survey  show  our  examiner  starting  salaries  are  com¬ 
petitive  in  low-cost  or  “standard”  city  areas,  but  they 
are  approximately  20  percent  lower  in  exceptionally 
high-cost  cities.  We  have  also  been  uncompetitive  in 
our  salaries  for  certain  professional  positions,  such  as 
attorneys  and  economists.  At  the  managerial  level,  total 
compensation  for  OCC  executives  falls  severely  below 
that  provided  by  other  regulators.  OCC  executive  sal¬ 
aries  are  between  16  percent  to  50  percent  below 
those  of  the  FDIC,  the  bank  regulator  with  the  next 
lowest  executive  pay  schedule. 

The  effect  of  this  on  retention  is  illustrated  by  the  de¬ 
parture  of  79  OCC  examiners  who  have  left  to  take  jobs 
at  the  Federal  Home  Loan  Bank  System  over  the  last  3 
years  All  79  received  pay  increases,  many  of  which 
were  substantial  In  addition,  we  have  lost  half  of  our 
management-level  economists  to  the  FHLBS,  again 
because  of  our  lower  pay  scale. 

Pay  disparities  also  impede  the  OCC's  recruiting  ef¬ 
forts  For  example,  salaries  for  entry-level  legal  staff  at 
the  Federal  Reserve  are  at  least  22  percent  higher  than 
at  the  OCC. 

The  OCC  fears  that  personnel  losses  could  accelerate 
in  1 989  For  example,  the  New  York  Federal  Home  Loan 
Bank  (NYFHLB)  hopes  to  increase  its  examiner  staff  by 
about  80  in  1989  It  is  actively  recruiting  and  adver¬ 


tising  for  those  positions  and  has  made  offers  to  several 
OCC  examiners.  One  OCC  examiner  was  offered  a 
salary  increase  of  $15,000,  which  represented  a  65 
percent  increase.  We  understand  that  a  number  of 
other  OCC  examiners  have  now  contacted  the  NYFHLB 
to  ask  about  opportunities. 

The  OCC  is  also  concerned  about  its  top  level  posi¬ 
tions.  Since  1986,  the  OCC  has  lost  8  (out  of  32)  senior 
executives  to  the  FHLB  System,  where  their  salaries 
averaged  78  percent  higher  than  their  OCC  salaries. 
We  are  aware  of  several  high-level  positions  open  now. 
and  we  know  that  in  at  least  one  case  the  FHLB  System 
is  looking  again  to  the  OCC. 

Both  the  Federal  Reserve  and  the  FDIC  are  now  in  the 
process  of  revising  their  compensation  programs  up¬ 
ward  to  reflect  market  salaries  more  accurately.  This 
will  further  increase  the  disparity  between  their  pay 
levels  and  the  OCC's,  particularly  for  managerial 
positions. 

C.  Statutory  Authority  and  Treasury  Department 
Limitations  on  OCC’s  Ability  to  Pay  Adequate 
Compensation 

House  Report  100-1088,  “Combating  Fraud,  Abuse, 
and  Misconduct  in  the  Nation's  Financial  Institutions: 
Current  Federal  Efforts  Are  Inadequate,”  recom¬ 
mended  that  the  Treasury  Department  substantially 
increase  salaries  for  mid-  to  senior-level  OCC  examina¬ 
tion,  supervisory,  and  legal  staff,  as  well  as  increase  the 
number  of  SES  slots.  (Recommendation  No.  1)  In  its 
March  10th  response  to  the  Commerce,  Consumer, 
and  Monetary  Affairs  (CC&MA)  Subcommittee,  the 
OCC  discussed  this  recommendation  and  the  findings 
which  supported  it.  This  report  and  the  OCC’s  re¬ 
sponse  raise  a  number  of  questions  directly  relevant  to 
this  inquiry. 

Question:  How  is  the  OCC’s  authority  to  set  com¬ 
pensation  levels  different  from  the  other  bank  regu¬ 
latory  agencies?  And  does  the  OCC  have  existing 
statutory  authority  (and  also  sufficient  funds)  to  fix 
compensation  of  OCC  employees  at  levels  it  believes 
appropriate? 

Answer:  The  OCC’s  statutory  authority  to  set  com¬ 
pensation  is  similar  to  that  of  the  other  bank  regulatory 
agencies.  The  Board  of  Directors  of  the  FDIC  is  author¬ 
ized  by  12  U.S.C.  §1819  to  fix  the  compensation  of  its 
officers  and  employees.  The  Federal  Reserve  Act  (12 
U.S.C.  §244)  provides  that  the  compensation  of  em¬ 
ployees  of  the  Board  of  Governors  of  the  Federal  Re¬ 
serve  System  “shall  be  governed  solely  by  the  pro¬ 
visions  of  this  chapter  and  rules  and  regulations  of  the 
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Board  not  inconsistent  therewith  .  .  The  relevant  pro¬ 
vision  for  the  OCC  is  also  part  of  the  Federal  Reserve 
Act;  it  specifically  provides  that  compensation  of  OCC 
employees  “shall  be  without  regard  to  the  provisions  of 
other  laws  applicable  to  officers  or  employees  of  the 
United  States.”  12  U.S.C.  §481. 

As  a  bureau  of  the  Treasury  Department,  the  OCC  is 
guided  by  statutory  interpretations  of  the  Department, 
including  its  General  Counsel.  Thus,  unlike  the  other 
bank  regulatory  agencies,  the  OCC  has  been  con¬ 
strained  in  its  compensation  program,  both  by  statutory 
restrictions  and  administrative  decisions,  in  the  ex¬ 
ercise  of  its  authority.  In  addition,  as  a  bureau  of  the 
Treasury  Department,  the  Comptroller's  authority  has 
been  subject  to  the  general  direction  of  the  Secretary  of 
the  Treasury  under  12  U.S.C.  §1.  In  practice,  this  has 
resulted  in  the  Department’s  exercising  approval  au¬ 
thority  over  OCC  pay  plans  for  non-SES  employees, 
and  applying  to  such  employees  limitations  that  are 
applicable  to  federal  employee  compensation  gen¬ 
erally.  Additionally,  it  has  been  determined  by  the 
Treasury  Department  as  a  matter  of  law  that  executives 
at  the  OCC  are  covered  by  the  SES  program.  Top 
executives  at  the  FRB  and  the  FDIC,  on  the  other  hand, 
are  not  covered.  The  FDIC,  as  a  government  cor¬ 
poration,  was  not  included  in  the  SES  program.  Execu¬ 
tives  at  the  FRB  have  been  excluded  based  upon  a 
decision  of  the  Comptroller  General. 

With  respect  to  geographic  pay  differentials  for  non- 
SES  employees,  we  have  been  informed  that  there  may 
be  some  flexibility  under  existing  laws  to  provide  some 
relief  in  high-cost  cities.  In  any  event,  the  President's 
proposal  to  deal  with  the  thrift  crisis  contains  specific 
statutory  authority  that  would  permit  the  OCC  to  ad¬ 
dress  both  the  geographic  and  top-executive  com¬ 
pensation  problems. 

Because  of  the  importance  we  place  on  improving  the 
OCC's  compensation  program,  we  have  set  aside 
monies  in  our  1989  budget  to  fund  a  basic  geographic 
pay  program  and  to  cover  increased  compensation 
levels  for  top  executives.  Additionally,  our  long-term 
financial  projections  and  operating  assumptions  ac¬ 
commodate  enhanced  compensation  programs,  and 
revenue  requirements  have  been  projected  accord¬ 
ingly. 

Question:  How  has  the  Treasury  Department  inter¬ 
preted  that  authority,  and  what  policy  has  it  followed  in 
correlating  OCC  staff  salaries  to  other  Treasury  De¬ 
partment  staff  salaries9 

Answer:  The  Departmenf  believes  that  the  pay  limi¬ 
tations  of  the  SES  laws  apply  to,  and  limit  the  com¬ 
pensation  of,  the  OCC's  top  executives  and  that  it 


would  be  inappropriate  to  have  the  pay  of  non-SES 
employees  exceed  that  of  OCC  executives  As  a  result 
salaries  payable  under  the  OCC  compensation  system 
have  been  restricted  to  those  payable  under  the 
government-wide  pay  ceiling  and,  except  for  the  first 
year  of  the  OCC's  compensation  program,  annual  in¬ 
creases  to  the  OCC's  compensation  structure  have 
been  limited  to  those  applicable  to  the  General 
Schedule. 

Question:  In  its  March  10th  response,  the  OCC  stated 
that  compensation  concerns  "can  be  addressed  most 
effectively,  not  by  fixing  OCC  salaries  legislatively,  but 
simply  by  clarifying  the  OCC's  existing  authority  to 
implement  appropriate  compensation  programs  for  its 
employees.” 

What  clarifications  would  the  OCC  propose9  And 
would  the  proposed  legislative  changes  in  section 
1 103  of  the  bill  carry  out  this  objective? 

Answer:  The  OCC’s  March  10th  response  was  in¬ 
tended  to  indicate  that  enacting  legislation  specifically 
detailing  OCC  salary  levels  is  not  the  only  solution.  The 
OCC  believes  that  statutory  authority  proposed  in  sec¬ 
tion  1 1 03  of  the  President’s  bill  is  the  most  effective  way 
to  achieve  needed  changes  in  the  OCC’s  compensa¬ 
tion  program.  It  would  permit  a  flexible  geographic  pay 
program  and  enhanced  executive  compensation. 

Question:  On  pp.  1 6-1 7  of  its  March  1 0th  response,  the 
OCC  states:  “OCC  compensation  has  remained  inad¬ 
equate,  despite  [OCC’s]  broad  authority  [to  adjust 
compensation  levels  as  necessary],  only  because  the 
Treasury  Department,  in  the  exercise  of  its  oversight 
authority,  has  not  permitted  the  OCC  to  use  its  authority 
to  adopt  a  geographic  pay  system  or  to  increase 
senior-level  salaries  beyond  those  payable  to  T reasury 
Department  personnel  ." 

For  the  benefit  of  Task  Force  members,  please  expand 
on  this  statement,  and  describe  the  impact  of  the 
Treasury  Department’s  policy  on  adequate  OCC  com¬ 
pensation  levels. 

For  the  benefit  of  Task  Force  members,  please  expand 
on  this  statement,  and  describe  the  impact  of  the 
Treasury  Department's  policy  on  adequate  OCC  com¬ 
pensation  levels. 

Answer:  Absent  external  controls  and  statutory  restric¬ 
tions,  the  OCC  would  design  a  pay  program  that  in¬ 
cluded  provisions  for 

•  higher  pay  employees  assigned  to  high-cost 
areas; 
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•  increased  pay  for  executives,  which  would  be 
comparable  to  compensation  offered  by  finan¬ 
cial  regulators;  and 

•  increased  pay  for  non-executives  who  are  at  the 
top  of  the  pay  range  for  their  position,  where 
their  pay  is  not  competitive  with  compensation 
offered  by  other  federal  bank  regulatory  agenc¬ 
ies  or  by  private  employers. 

Question  What  specific  increases  in  OCC  compensa- 
tion/salaries  has  the  OCC  actually  proposed  during  the 
last  2  years  to  the  Treasury  Department,  and  what  was 
the  Treasury  Department’s  response  in  each  case? 

Answer:  With  the  exception  of  the  first  year  after  the 
OCC  adopted  its  Compensation  Program,  the  increase 
in  the  salary  structure  has  been  limited  to  the  increase 
in  the  federal  government’s  General  Schedule.  In  1 987, 
a  9  percent  increase  was  requested;  a  3  percent  in¬ 
crease  was  granted.  In  1 988,  an  increase  of  1 6  percent 
was  requested;  the  Treasury  Department  permitted  a  2 
percent  increase.  In  1989,  the  OCC  asked  for  an  in¬ 
crease  of  4.1  percent,  which  was  the  same  as  the 
increase  in  the  General  Schedule.  The  Treasury  De¬ 
partment  granted  that  increase. 

In  addition  to  making  overall  adjustments  to  the  OCC 
salary  schedule,  we  have  changed  the  size  of  merit  pay 
increases  our  employees  can  receive.  The  Treasury 
Department  has  not  made  significant  changes  to  this 
type  of  adjustment.  The  OCC  has  also  held  general 
discussions  with  the  Treasury  Department  regarding 
other  changes  in  the  compensation  programs,  in¬ 
cluding  geographic  pay  differentials  and  increased 
salaries  for  top  executives,  which  are  needed  to  make 
OCC  compensation  competitive  with  that  of  other  fed¬ 
eral  bank  regulatory  agencies. 

Question:  On  March  9,  1989,  the  Secretary  of  Trans¬ 
portation  announced  an  “experimental  pay  allowance” 
under  a  5-year  demonstration  project,  providing  for  a 
"retention  allowance"  of  up  to  20  percent  of  basic 
salaries  for  2,100  air  traffic  controllers,  inspectors  and 
technicians  at  11  facilities  in  “diff icult-to-staff ”  loca¬ 
tions  (The  details  of  this  project  are  set  forth  in  the 
March  10th  Federal  Register.) 

Could  the  OCC  implement  a  similar  demonstration,  as 
a  solution  to  the  inadequacies  in  compensation,  with¬ 
out  Congressional  action  or  Treasury  Department 
approval7 

Answer  The  Secretary  of  Transportation's  plan  was 
established  pursuant  to  statutory  authority  permitting 
the  Office  of  Personnel  Management  (OPM)  to  waive 
statutory  and  regulatory  provisions  to  permit  agencies, 


under  OPM's  oversight,  the  authority  to  institute  new 
personnel  and  compensation  programs  on  a  trial  basis 
We  believe  that  section  1 1 03  of  the  Administration’s  bill 
is  a  better  way  to  ensure  that  the  OCC  can  set  pay 
levels  that  are  comparable  to  those  of  the  other  federal 
bank  regulatory  agencies. 

D.  Other  Alternatives  to  Address  Inadequate 
Numbers  of  Experienced  Staff 

1  •  Expanded  Role  of  Independent  Audits  in  State 

Nonmember  Banks 

As  discussed  in  the  October  1988  CC&MA  report,  the 
OCC  has  strongly  opposed  the  FDIC’s  proposal  to 
require  annual  independent  audits  of  all  state  non¬ 
member  banks  (over  a  certain  size);  and  the  FDIC  will 
not  require  such  in  the  face  of  the  OCC’s  and  the  FRB’s 
opposition.  FDIC  Chairman  Seidman  has  testified  on 
previous  occasions  that  independent  audits  could  help 
fill  some  of  the  gap  in  infrequent  examinations,  which 
will  worsen  in  the  short  term  because  of  allocation  of 
several  hundred  of  FDIC  examiners  to  the  manage¬ 
ment,  conservatorship,  or  liquidation  of  hundreds  of 
thrift  institutions. 

Question:  Please  explain  the  OCC's  opposition,  as  the 
proposal  covers  only  state  nonmember  banks,  not 
national  banks.  Isthe  OCC  prepared  to  revisitthis  issue 
and  reconsider  its  opposition  to  the  FDIC’s  proposal7  If 
not,  why  not,  given  the  increasing  infrequency  of  FDIC 
examinations? 

Answer:  The  OCC  is  committed  to  working  more 
closely  with  bank  auditors.  A  pilot  program,  which  has 
been  underway  since  January  1987,  has  brought  to¬ 
gether  OCC  personnel  and  certified  public  account¬ 
ants  from  accounting  firms  that  perform  audit  services 
for  national  banks.  The  goal  of  the  program  is  to  im¬ 
prove  communications  between  the  OCC  and  the 
auditing  profession. 

The  OCC  "strongly  encourages  all  national  banks  to 
engage  the  services  of  independent  external  auditors 
to  conduct  an  annual  audit  of  the  bank's  operations  and 
financial  records.”  (OCC  Examining  Circular  227,  In¬ 
dependent  External  Audits ,  March  18,  1985)  In  ad¬ 
dition,  we  require  all  new  banks  to  have  audits  for  their 
first  3  years.  When  appropriate,  we  require  banks 
under  cease  and  desist  orders  to  get  audits. 

We  believe  that  audits  can  be  of  great  value  to  bank 
managers  But  the  OCC  currently  remains  opposed  to 
any  proposal  that  would  require  banks  to  obtain  inde¬ 
pendent  audits  by  public  accounting  firms  We  are  not 
convinced  that  under  current  conditions  such  a  re- 


quirement  would  be  cost-effective,  that  it  would  pro¬ 
duce  the  intended  results,  or  that  it  would  significantly 
reduce  the  examination  workload  of  bank  regulatory 
agencies. 

One  reason  for  our  opposition  to  requiring  audits  for  all 
banks  is  that  audits  conducted  under  existing  stand¬ 
ards  do  not  necessarily  provide  bank  managers  — 
particularly  managers  of  small  banks  —  with  mean¬ 
ingful  information.  For  example,  member  of  the  auditing 
profession  tell  us  that  current  auditing  standards  are 
inappropriate  for  small  banks.  Many  audits  only  con¬ 
firm  figures  banks  report;  they  include  no  assessment 
of  the  banks’  internal  control  systems.  We  hope  that 
through  our  work  with  the  profession,  auditing  stand¬ 
ards  that  provide  needed  information  cost  effectively 
—  for  banks  of  all  sizes  —  can  be  developed. 

Hiring  the  services  of  a  public  accounting  firm  is  only 
one  of  several  ways  that  a  bank  can  obtain  a  reliable 
audit,  and  it  tends  to  be  the  most  expensive.  In  most 
banks,  achieving  adequate  audit  coverage  entails 
some  combination  of  internal  audit  systems  and  exter¬ 
nal  audit  coverage,  each  conducted  by  experienced 
personnel.  In  some  banks,  however,  an  effective  inter¬ 
nal  audit  program  may  suffice.  Small  banks  may  find 
that  the  benefits  of  an  independent  audit  are  not  great 
enough  to  warrant  its  cost.  As  a  practical  matter,  all 
large  banks  and  most  other  banks  have  outside  audits. 
The  real  effect,  therefore,  of  a  blanket  requirement 
would  be  to  take  flexibility  away  from  small  banks. 

Finally,  we  do  not  believe  that  greater  use  of  audits  by 
banks  would  significantly  relieve  the  workload  of  bank 
supervisors,  or  that  it  could  fill  the  gap  in  examination 
resources  created  by  the  assignment  of  bank  exami¬ 
ners  to  help  with  the  current  thrift  crisis.  Effective  audit 
coverage  does  provide  the  OCC  with  some  assurance 
that  the  bank's  financial  statements  are  accurately 
portrayed  and  that  its  internal  control  mechanisms  are 
functioning  properly.  But  audit  coverage,  no  matter 
how  it  is  achieved,  is  not  a  substitute  for  qualitative 
supervision.  Although  examiners  and  auditors  share  a 
number  of  concerns,  their  main  focus  is  quite  different. 
The  auditors’  focus,  in  most  cases,  is  operational  and 
transaction  oriented,  with  the  major  goal  being  the 
integrity  of  financial  reporting.  While  the  OCC  is  also 
concerned  about  the  integrity  of  financial  statements, 
the  primary  focus  of  the  OCC  is  on  safely  and  sound¬ 
ness,  as  well  as  compliance  with  laws  and  regulations. 
Examiners  concentrate  their  efforts  on  ensuring  that 
national  banks  have  properly  identified  the  risks  asso¬ 
ciated  with  their  activities  and  have  established  sound 
policies  and  procedures  addressing  and  limiting  these 
risks. 


2.  Other  Alternatives 

Question:  What  other  alternatives  exist,  in  the  OCC’s 
view,  which  could  respond  to  the  shortage  of  experi¬ 
ence  of  OCC  examiners  and  supervisory  and  legal 
staff7  Please  describe  any  which  are  feasible,  and 
indicate  how  the  OCC  intends  to  utilize  such 
alternatives. 

Answer:  Unfortunately,  there  is  no  good  substitute  for 
experience  when  it  comes  to  supervising  banks  A 
bank  regulator  must  be  able  to  evalute  and  respond  to 
the  array  of  new  products  and  risks  in  banking  Greater 
cooperation  between  bank  auditors  and  supervisors  — 
more  sharing  of  information  and  coordination  of  work  - 
could  supplement,  but  not  substitute  for,  supervision 
by  experienced  personnel. 

Developing  and  maintaining  this  experience  level  is  not 
a  simple  task.  Attracting  and  hiring  promising  and 
highly  motivated  people  is  only  the  first  step.  We  must 
also  create  an  environment  that  provides  a  challenging 
and  rewarding  professional  career.  Compensation 
must  be  competitive.  Training  and  professional  de¬ 
velopment  opportunities  must  be  provided,  and  the 
organization  must  be  managed  well. 

E.  Other  Issues 

1 .  Creation  of  a  wrongful  discharge  remedy 

Section  902(a)(18)  of  the  legislation  would  create  a 
Federal  cause  of  action  for  a  financial  institution's  dis¬ 
charge  of  or  discrimination  against  an  employee  who 
provided  information  to  a  bank  regulatory  agency  or  to 
the  Justice  Department  concerning  possible  violations 
by  an  institution  or  its  insiders.  Employees  who  delib¬ 
erately  caused  the  alleged  violation  of  law  or  regulation 
would  not  be  covered  While  this  proposal  sounds  like  a 
good  idea  and  the  Banking  Committee  will  seriously 
consider  it,  the  Committee  has  no  factual  record  de¬ 
veloped  in  support  of  this  proposal,  including  the  need 
for  it  and  any  problems  that  might  result  from  it.  (We  do 
know  that  statutory  provisions  governing  the  Depart¬ 
ment  of  Labor,  OSHA,  and  Nuclear  Regulatory  Com¬ 
mission  contain  similar  wrongful  discharge  provisions  ) 

Question:  Does  the  OCC  have  any  information  (in¬ 
cluding  anecdotes)  concerning  bank  employees  01 
officers  who  provided  information  to  the  OCC  (or  other 
agencies),  including  the  frequency  of  such  disclosures 
and  also  any  discrimination  which  such  officers/ 
employees  have  suffered7 

Answer:  The  OCC  has  only  anecdotal  information  of 
instances  of  wrongful  discharge  In  one  recent  case. 
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a  bank  employee  brought  an  action  against  a  bank  and 
its  officials  in  the  Federal  District  Court  contending  that 
he  was  terminated  by  the  bank  in  retaliation  for  re¬ 
porting  alleged  improper  bank  transactions  to  the 
OCC  The  Federal  District  Court  dismissed  the  suit  and 
the  Court  of  Appeals  unheld  the  dismissal.  The  Court  of 
Appeals  did  not  evaluate  the  facts  of  the  case  but  did 
state  that:  Although  we  believe  it  is  wrong  to  discharge 
a  bank  officer  in  retaliation  for  his  reporting  a  banking 
violation,  it  is  up  to  Congress,  not  the  courts,  to  provide 
for  an  effective  remedy.” 

Therefore,  this  legislation  is  necessary  to  encourage 
people  to  come  forward  without  fear  of  retribution.  This 
provision  will  also  be  helpful  in  encouraging  additional 
disclosure  of  information  that  ordinarily  would  not  come 
to  light.  For  instance,  it  would  be  unusual  for  bank 
records  to  document  the  payment  of  a  bribe,  in  ex¬ 
change  for  the  granting  of  a  loan,  to  a  bank  official.  This 
type  of  information  would  probably  have  to  come  from 
bank  employees. 

Question .  Are  there  any  problems  or  concerns  which 
need  to  be  taken  into  account  in  considering  this 
proposal? 

Answer  We  believe  this  remedy  is  appropriate  to  en¬ 
courage  people  to  come  forward,  and  to  protect  those 
who  do.  Such  legislation  does,  however,  raise  the 
possibility  of  overburdening  the  courts  with  “frivolous” 
claims  of  wrongful  discharge  or  discrimination. 

2.  Establishment  of  a  reward  or  bounty  provision 

Also  under  section  902(a)(18),  a  banking  agency 
would  be  able  to  pay  a  reward  to  a  person  providing 
“original”  information  which  leads  to  a  recovery  which 
exceeds  $50,000,  a  criminal  fine  (apparently  irrespec¬ 
tive  of  the  amount),  or  restitution  or  civil  penalty  under 
the  banking  statutes  or  under  one  of  the  applicable 
criminal  provisions.  The  maximum  payable  amount  is 
25  percent  of  the  fine,  penalty,  restitution,  or  forfeiture, 
but  in  any  event,  no  more  than  [$100,000],  As  with  the 
wrongful  discharge  provision,  we  also  have  no  record 
as  to  how  a  number  of  other  similar  provisions  else¬ 
where  in  Federal  statutes  (including  the  Internal  Rev¬ 
enue  Code  and  the  narcotics  laws)  have  worked. 

Question  Does  the  OCC  have  any  information  indi¬ 
cating  that  such  a  reward  would  bring  forth  information 
which  could  prevent  unsafe  or  unsound  practices  or 
other  violations  in  financial  institutions?  Are  there  any 
problems  or  concerns  (including  potential  administra¬ 
tive  difficulties),  which  need  to  be  taken  into  account  in 
considering  this  proposal9 


Answer:  Rewards  for  persons  who  provide  information 
leading  to  recovery,  civil  penalty  or  criminal  prosecu¬ 
tion  will  help  induce  people  to  come  forward  and  pro¬ 
vide  information  that  might  not  otherwise  be  made 
available  However,  a  disadvantage  of  such  a  proposal 
is  that  it  might  establish  a  “bounty  hunter"  mentality 
Another  disadvantage  is  that  we  might  pay  for  informa¬ 
tion  that  would  have  been  forthcoming  even  if  there 
were  no  reward.  Finally,  this  approach  might  under¬ 
mine  the  value  of  testimony  presented  in  legal  pro¬ 
ceedings,  since  the  witnesses'  motives  in  providing 
information  might  be  questioned. 

Question:  What  would  be  the  source  for  the  funds  to 
pay  the  rewards?  And  does  this  need  to  be  addressed 
in  the  legislation9 

Answer:  The  legislation,  as  proposed,  does  not  specif¬ 
ically  identify  a  source  of  funds  for  the  rewards.  Since 
the  OCC’s  funds  are  obtained  from  assessments  paid 
by  all  national  banks,  we  do  not  believe  these  funds 
should  be  used  to  pay  rewards  that  are  the  result  of 
criminal  behavior  by  officials  at  a  few  banks. 

Supervision  of  National  Banks 

The  Office  of  the  Comptroller  of  the  Currency  (OCC) 
believes  that  the  national  interest  requires  a  safe  and 
stable  national  banking  system  that  preserves  public 
confidence  and  makes  available  a  wide  variety  of  fi¬ 
nancial  services  in  a  competitive  marketplace.  Proper 
supervision  of  the  industry  to  meet  this  requirement  is 
critical  to  a  healthy  American  economy.  Such  super¬ 
vision  requires  striking  a  balance  between  allowing 
banks  the  maximum  degree  of  flexibility  to  provide 
innovative  services  and  ensuring  that  such  services 
are  delivered  in  a  safe  and  sound  manner.  Overly  strict 
regulation  would  stifle  creativity  and  competition.  Too 
little  supervision  would  promote  an  unsafe  banking 
system  that  could  jeopardize  public  confidence. 

The  responsibility  for  ensuring  a  bank's  safety,  ability  to 
compete,  and  compliance  with  banking  law  rests  with 
the  bank's  directors  and  management.  At  the  same 
time,  the  OCC  is  responsible  for  promoting  the  safety 
and  soundness  of  the  banking  system  by  requiring  that 
national  banks  adhere  to  sound  management  prin¬ 
ciples  and  comply  with  the  laws,  and  by  encouraging 
banks  to  satisfy  customer  and  community  needs  while 
remaining  efficient  competitors  in  the  financial  services 
market 

To  accomplish  these  overall  objectives,  the  OCC  has 
adopted  both  a  macro  and  a  micro  approach  to  super¬ 
vision  Macro  analysis  of  information  from  individual 
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banks  and  the  financial  marketplace  is  used  to  identify 
issues  that  will  affect  the  national  banking  system,  to 
project  their  impact  on  individual  banks  or  groups  of 
banks,  and  to  take  steps  to  minimize  any  negative 
effect.  Supervision  is  also  carried  out  on  a  micro  basis 
by  monitoring  individual  banks.  It  includes  analysis  of 
information,  both  at  the  bank  and  in  OCC  offices;  identi¬ 
fication  of  weak  or  problem  areas  in  the  bank;  de¬ 
velopment  of  a  specific  plan  for  correcting  problems 
with  management;  and  communication  of  information 
about  problems  to  the  bank’s  board  of  directors. 

Generally,  the  OCC  works  with  bank  management  and 
the  board  of  directors  to  bring  about  resolution  of 
problems.  If  problems  cannot  be  resolved  through  this 
cooperative  approach,  however,  the  OCC  uses  admin¬ 
istrative  or  enforcement  actions.  In  cases  where  the 
negative  trends  in  an  institution  cannot  be  reversed, 
OCC  supervisors  focus  on  managing  the  bank’s  failure 
to  minimize  the  impact  on  bank  customers  and  on  the 
banking  system  as  a  whole. 

The  supervision  of  each  bank  is  an  on-going  process 
and  is  tailored  to  its  individual  characteristics  and  risks. 
The  primary  focus  of  OCC’s  supervision  is  on  the  early 
identification  of  problems  and  their  causes,  followed  by 
a  prompt,  effective  supervisory  response  to  resolve 
these  problems.  In  addition,  the  OCC  seeks  to  antici¬ 
pate  and  prevent  problems  from  developing.  To  that 
end,  the  OCC  strongly  encourages  banks  to  develop 
management  systems  and  controls  to  ensure  that 
management  recognizes  problems  at  an  early  stage 
and  takes  corrective  action. 

OCC  allocates  its  supervisory  resources  based  on  its 
assessment  of  risks  posed  by  individual  banks  or  bank¬ 


ing  activities  to  the  safety  and  soundness  of  the  bank¬ 
ing  system  as  a  whole  OCC's  assessment  of  risk  is 
based  on  the  potential  impact  of  an  issue  or  institution, 
and  the  seriousness  of  its  problems 

The  OCC  also  follows  a  systemic  approach  to  ensuring 
compliance  with  laws  and  regulations.  In  addition  to  the 
review  of  compliance  that  is  part  of  safety  and  sound¬ 
ness  evaluations,  each  year,  the  OCC  reviews  adher¬ 
ence  to  banking  law  in  a  random  sample  of  community 
banks.  Each  multinational  and  regional  bank  receives  a 
compliance  review  once  every  2  years.  Examiners 
assess  bank  procedures  and  systems  for  ensuring 
legal  compliance,  as  well  as  the  banks'  actual  com¬ 
pliance  with  law.  Banks  in  the  review  sample  are  re¬ 
quired  to  correct  violations  and  make  any  necessary 
improvements  in  their  systems  for  ensuring  com¬ 
pliance.  In  addition,  the  results  of  these  reviews  allow 
the  OCC  to  assess  the  level  of  compliance  throughout 
the  banking  system  and  to  alert  all  national  banks  to 
problem  areas. 

OCC’s  supervision  of  national  banks  also  requires  the 
development  of  regulations  to  implement  laws,  control 
risks,  and  ensure  that  bank  customers  are  served. 
OCC  must  balance  the  burden  of  a  regulation  and  the 
resulting  limitations  against  the  severity  of  the  prob¬ 
lems  it  is  designed  to  correct. 

Finally,  the  OCC  believes  that  the  market  and  the  public 
can  be  effective  participants  in  controlling  bank  risks  if 
they  have  sufficient  accurate  information  to  make  in¬ 
formed  decisions  and  influence  bank  management.  To 
that  end,  the  OCC  provides  certain  information  to  the 
public  about  bank  performance  and  OCC  supervisory 
activities,  including  selected  enforcement  actions. 


Remarks  by  Robert  L.  Clarke,  Comptroller  of  the  Currency,  before  the  Washington 
Forum,  Washington,  D.C.,  April  4,  1989 


I  don't  often  speak  before  audiences  of  Washington 
business  leaders,  although  I  appreciate  the  oppor¬ 
tunity  to  do  so  whenever  I'm  asked,  which  is  rarely.  I 
understand  the  reason  why.  A  long  line  of  my  prede¬ 
cessors  in  office  have  kept  a  low  profile  locally,  both 
professionally  and  personally. 

Indeed,  keeping  a  low  local  profile  has  been  something 
of  a  tradition  among  Comptrollers.  I've  tried  to  find  out 
when  that  tradition  began.  And  I  think  I've  done  so: 
during  the  Wilson  Administration.  In  1915,  in  fact. 


According  to  David  Brinkley’s  new  book.  Washington 
Goes  to  War ,  Charles  Glover,  then  president  of  the 
Riggs  National  Bank,  directly  across  Pennsylvania 
Avenue  from  the  United  States  Treasury,  “was  accus¬ 
tomed  to  strolling  across  the  street  to  discuss  financial 
affairs  with,  and  offer  advice  to,  the  Secretary  of  the 
Treasury  He  was  there  so  often  that  the  Treasury  set 
aside  a  desk  for  him  to  use  at  his  pleasure  Butin  1915 
John  Skelton  Williams,  the  new  Comptroller  of  the  Cur¬ 
rency,  ordered  the  desk  removed:  unseemly,  he  said, 
for  a  private  banker  to  have  a  desk  in  the  Treasury 


61 


According  to  Brinkley  'Glover  was  so  infuriated  he 
struck  Williams  on  the  head  with  a  cane."  This  leads  me 
to  the  conclusion  that  local  visibility  in  Washington  can 
carry  some  risk  of  bodily  harm,  a  conclusion  that  former 
Comptrollers  must  have  reached 

But  I  think  that’s  no  longer  the  case  and  I  am  pleased  to 
have  the  opportunity  to  venture  out  in  the  local  business 
community  as  often  as  I  can.  Just  as  I  enjoy  venturing 
out  into  the  national  business  community.  First  of  all 
because  I  know  that  canes  are  no  longer  fashionable, 
and  also  because  I  believe  it  is  important  to  stay  in 
touch  with  the  so-called  “real  world,”  since  that  is  where 
the  transactions  are  taking  place  that  we  must  monitor 

I  would  like  to  take  a  few  minutes  tonight  to  talk  about 
bank  supervision,  a  topic  that,  for  a  general  audience, 
has  the  capacity  to  be  both  excruciatingly  boring  and 
painfully  topical  at  the  same  time.  If  you  bear  with  me 
until  the  end,  you’ll  find  it  far  more  topical  than  boring, 
because,  as  with  most  technical  fields,  events  are 
moving,  and  arguments  brewing  in  bank  supervision, 
the  results  of  which  will  be  of  direct  importance  to  you 
as  business  people. 

But  before  I  describe  those  events  and  discuss  those 
arguments,  I  must  fill  in  some  background  for  you. 
Today,  there  are  around  13,000  banks  in  the  U.S., 
about  two-thirds  of  which  are  state-chartered  insti¬ 
tutions  and  the  remainder  federally  chartered.  The 
4,300  federally  chartered  banks,  which  the  OCC 
supervises,  hold  about  two-thirds  of  the  banking  assets 
in  the  country. 

As  the  bankers  in  the  audience  will  testify  —  with  an 
oath  and  without  the  necessity  of  taking  one  —  bank 
supervision  in  this  country  is  a  complex,  and  to  some 
extent  a  confusing,  activity.  Indeed,  it  is  far  more  com¬ 
plex  and  confusing  than  logic  would  dictate.  And,  as  a 
matter  of  fact,  logic  did  not  dictate  its  structure:  politics, 
circumstance  and  fear  did. 

For  example,  throughout  history,  popular  sentiment  in 
the  United  States  has  opposed  the  creation  of  large 
financial  institutions  Americans  historically  have  been 
leery  of  concentrating  power,  either  financial  or 
political. 

If  was  far  better,  the  dominant  reasoning  argued,  to 
disperse  power,  because  when  power  is  dispersed 
there  is  less  danger  of  the  many  suffering  from  the 
arbitrary  decisions  of  the  few. 

A  result  of  this  thinking  is  that  we  have  50  state  govern¬ 
ments  Another  is  that  every  state  charters  banks  And 
every  state  has  its  own  bank  supervisory  agency 


After  two  attempts  to  establish  a  permanent  federal 
bank  failed  for  political  reasons  in  the  early  1800s,  the 
federal  government  began  chartering  banks  in  1863 
The  government  of  the  Union  desperately  needed 
money  to  fight  the  Civil  War  It  feared  that  no  market 
would  soon  exist  for  its  securities.  So  it  sought  to  create 
a  new  market  by  creating  a  national  banking  system. 
Under  the  scheme,  you  see,  each  new  national  bank 
had  to  buy  a  certain  amount  of  federal  government 
securities  to  back  up  the  bank  notes  that  it  issued.  And 
an  agency  was  needed  to  control  the  issuance  of  bank 
notes:  so  an  agency  called  the  Comptroller  of  the 
Currency  was  created. 

Banks  stopped  issuing  bank  notes  many  years  ago. 
But  from  its  very  beginning,  the  OCC  acted  as  a  super¬ 
visory  agency,  too,  so  although  our  name  reflects  a 
function  we  no  longer  have,  that  doesn't  mean  we  no 
longer  have  a  function. 

Today  we  continue  to  charter  all  national  banks  and  we 
examine  and  monitor  each  of  these  banks  in  order  to 
promote  the  safety  and  soundness  of  the  individual 
institutions  and  of  the  financial  system  as  a  whole.  We 
also  issue  rules  and  regulations  for  national  banks  to 
follow  aimed  at  meeting  the  same  goal:  promoting 
safety  and  soundness. 

The  OCC  was  the  federal  government’s  first  banking 
regulatory  agency,  but  hardly  the  last.  Fear  of  future 
financial  panics  like  that  of  1907  —  which  was  sig¬ 
nificantly  worsened  by  a  lack  of  liquidity  —  led  to  the 
creation  of  the  Federal  Reserve  System  in  1913.  The 
Fed's  primary  mission  is  the  conduct  of  monetary  pol¬ 
icy,  controlling  the  money  supply,  but  it  also  has  a 
significant  role  to  play  in  both  the  supervision  of  banks 
and  firms  that  control  banks,  bank  holding  companies. 

Fear  of  bank  runs  like  those  of  the  early  1 930s  led  to  the 
creation  of  the  Federal  Deposit  Insurance  Corporation 
in  1 933.  The  FDIC’s  purpose  is  to  insure  bank  deposits 
to  assure  depositors  that  their  money  is  safe,  to  deal 
with  failed  banks  for  which  it  becomes  receiver,  and  to 
manage  the  assets  of  its  insurance  fund.  As  one  means 
of  accomplishing  that  purpose  in  the  most  effective 
way  possible,  it  examines  and  supervises  state- 
chartered  banks  along  with  the  states. 

And  in  passing  I  should  mention  the  Federal  Home 
Loan  Bank  Board,  the  supervisory  agency  that  was 
created  in  the  early  1 930s  to  supervise,  and  to  promote 
the  growth  of,  a  new  type  of  depository  institution:  the 
federally  chartered  savings  and  loan  association 

At  that  time,  the  federal  savings  and  loan  association 
was  perceived  to  be  an  instrument  in  the  federal  gov¬ 
ernment's  housing  policy.  As  a  result,  in  the  first  few 
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years  of  the  FHLBB's  existence,  Congress  appropri¬ 
ated  hundred  of  thousands  of  dollars  to  send  FHLBB 
employees  around  the  country  to  promote  the  creation 
of  federal  savings  and  loans.  Interestingly,  from  the 
very  beginning  federal  S&Ls  needed  government  help 
to  survive. 

Now  all  three  Federal  banking  regulators  —  the  OCC, 
the  Fed,  the  FDIC  —  have  the  same,  ultimate  public 
interest  goal:  We  want  to  make  sure  that  the  country  has 
a  safe  and  sound  banking  system  that  provides  a  firm 
financial  foundation  for  the  nation’s  economy. 

The  Fed  has  another  goal  that  is  just  as  important:  the 
conduct  of  monetary  policy. 

The  FDIC  has  another  goal  to  which  it  gives  primary 
attention:  managing  the  assets  in  its  insurance  funds. 

But  attheOCC,  bank  supervision  isourbusiness  — our 
only  business. 

Naturally,  because  the  three  bank  regulators  have 
different  interests,  we  have  different  perspectives. 

That’s  always  the  case  when  interests  differ,  as  a  young 
Englishwoman  found  out  many  years  ago.  During  the 
darkest  days  for  Great  Britain  in  World  War  I,  she 
accosted  a  young  Oxford  don  on  the  street  of  that 
university  town.  “What  are  you  doing  to  defend  civi¬ 
lization?"  she  demanded.  She  was  taken  aback  when 
the  don,  raising  his  head  so  he  could  peer  down  his 
nose  at  her,  replied:  “Madam,  I  am  the  civilization  that's 
being  defended.” 

A  friend  of  mine  who  is  a  landscape  painter  learned  the 
same  lesson  early  in  her  career.  As  a  young  artist  she 
specialized  in  marine  paintings  of  wild  storms  at  sea, 
with  overcast,  gloomy  skies.  Finally,  she  had  a  big-time 
show.  A  college  roommate  came  to  the  showing,  and 
she  studied  each  painting  carefully  as  she  walked  from 
canvas  to  canvas.  When  she  had  seen  them  all,  she 
sought  out  the  artist.  “It’s  too  bad,”  she  said.  “What  do 
you  mean?”  asked  the  artist.  "Well,”  said  the  roomate, 
"all  that  time  at  the  beach  and  you  had  terrible  luck  with 
the  weather  ” 

Now  what  continues  to  amaze  me  after  more  than  3 
years  as  Comptroller  of  the  Currency  is  not  that  the 
three  bank  regulators  disagree  often,  but  that,  given 
our  diverse  interests  and  perspectives,  we  disagree 
rarely,  a  truly  awesome  feat,  when  you  take  into  ac¬ 
count  what  we  do. 

For  example,  we  are  in  the  process  of  restructuring  our 
approach  to  bank  capital  regulation  —  redefining  how 
we  look  at  capital,  how  we  will  treat  capital  as  regu¬ 


lators,  and  how  we  want  the  banks  themselves  to  treat  it 
—  in  other  words,  how  we  will  measure  and  assure 
capital  adequacy. 

It  is  desirable  to  have  capital  for  two  reasons  It  helps 
protect  the  enterprise  from  unforeseen  adversities  and 
it  helps  cushion  the  FDIC  fund  against  losses  Our  effort 
on  capital  regulation  is  a  massive  and  complex  under¬ 
taking  and  one  on  which  the  three  federal  regulators 
have  reached  substantial  accord. 

One  important  part  of  this  effort  are  guidelines  we,  the 
Fed  and  the  FDIC  have  developed  that  would,  begin¬ 
ning  January  1 ,  1991,  formally  judge  the  adequacy  of  a 
bank’s  capital  against  the  risk  of  its  business  mix.  In  the 
past,  we  applied  one  standard  to  all  banks.  In  the 
future,  we  will  tailor  capital  requirements  to  the  credit 
risk  contours  of  each  enterprise. 

Not  only  have  the  three  federal  bank  regulators 
reached  accord  on  these  guidelines,  the  framework  for 
the  guidelines  was  developed  jointly  by  bank  super¬ 
visory  authorities  from  12  major  industrialized  coun¬ 
tries,  including  Great  Britain,  Germany  and  Japan.  The 
guidelines,  then,  represent  a  major  breakthrough  in 
international  bank  supervision:  For  the  first  time,  the 
banking  supervisors  in  these  countries  have  coordi¬ 
nated  their  approach. 

Domestically,  the  risk-based  capital  guidelines  repre¬ 
sent  a  significant  step  in  the  measurement  of  capital 
adequacy  for  several  reasons.  First,  the  guidelines 
strengthen  the  quality  of  capital  by  redefining  what 
counts  as  capital.  The  guidelines  increase  the  em¬ 
phasis  on  common  equity  and  restrict  the  amount  of 
loan  loss  reserves  that  can  be  counted  as  capital.  What 
that  means  is  that  we  recognize  that  some  things  that 
we  now  count  as  a  bank's  capital  aren't  really  readily 
available  to  meet  the  needs  of  the  institution  to  serve  as 
a  cushion,  a  buffer.  Loan  loss  reserves,  for  example, 
are  funds  that  are  set  aside  to  cover  possible  losses  on 
loans.  But  if  there  is  a  loss  on  the  loans,  the  funds 
disappear.  So  the  funds  are  not,  really,  money  in  the 
bank  that  we  are  sure  the  institution  can  draw  on  if  other 
things  start  getting  rough.  So  the  guidelines  will  tighten 
up  the  definition  of  supervisory  capital.  Some,  but  only 
a  relatively  small  part,  of  the  loan  loss  reserves  will 
continue  to  count  as  capital  under  the  guidelines.  The 
important  point  is  that  the  guidelines  will  reflect  actual 
experience  far  more  closely  than  our  traditional  ap¬ 
proach  does. 

Tangentially,  but  importantly,  the  OCC  plans  to  ac¬ 
company  this  move  with  another.  Today  we  routinely 
include  loan  loss  reserves  in  the  definition  of  capital 
that  we  measure  to  determine  when  a  national  bank  is 
insolvent.  Soon,  we  will  propose  a  regulatory  change 
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that  will  remove  the  reserves  from  that  definition,  thus  in 
practice  leaving  only  equity  capital  as  the  significant 
standard  Thus,  we  will  make  it  clear  under  our  plan  that 
when  a  national  bank's  equity  capital  disappears,  we 
will  declare  it  insolvent  So  the  risk-based  guidelines, 
as  well  as  our  planned  changes  in  insolvency  stand¬ 
ards.  both  have  the  effect  of  removing  part  or  all  “soft” 
capital  a  bank  has  from  supervisory  definitions  of  capi¬ 
tal,  a  material  strengthening. 

What  else  will  the  risk-based  capital  guidelines  do? 
They  strengthen  the  efficiency  of  capital  by  recogniz¬ 
ing  the  relative  degree  of  credit  risk  associated  with 
various  assets  by  setting  different  capital  requirements 
for  some  assets  that  clearly  have  less  credit  risk  than 
others.  In  other  words,  the  guidelines  place  assets  into 
four  risk  categories:  Some  assets  —  like  U  S.  govern¬ 
ment  securities  —  have  no  credit  risk,  and  thus  require 
no  capital.  Capital  is  required  for  20,  50,  or  1 00  percent 
of  the  asset's  face  value.  For  example,  an  asset  with  a 
20-percent  risk  weight  would  require  only  one-fifth  of 
the  capital  support  of  an  asset  with  a  100-percent  risk 
weight. 

What  this  means  in  plain  English  is  that  we  will  require 
twice  as  much  capital  to  support  an  asset  in  the  highest 
risk  category  —  commercial  or  consumer  loans,  for 
example  —  than  we  would  to  support  the  same  amount 
in  a  category  weighted  at  half  that  risk,  such  as  many 
types  of  residential  mortgages.  That’s  right,  we  would 
require  half  the  capital  for  a  given  amount  of  residential 
mortgages  that  we  would  require  for  the  same  amount 
of  commercial  or  consumer  loans. 

This  means  that  management  can  decide  what  type  of 
assets  they  want  to  hold  and  then  plan  their  capital 
requirements  according  to  the  risk  of  those  assets. 

If  you  draw  the  conclusion  that  the  lower  capital  re¬ 
quirement  would  be  an  incentive  for  banks  to  pursue 
home  mortgage  lending,  you  are  right.  Furthermore,  we 
would  require  five  times  as  much  capital  to  support  a 
given  level  of  commercial  or  consumer  loans  as  we 
would  to  support  investments  in,  say,  certain  types  of 
mortgage-backed  securities.  Here  again,  there  is  an 
incentive  for  banks  to  invest  in  these  mortgage-backed 
securities  under  our  guidelines. 

Finally,  our  risk-based  guidelines  would  strengthen 
capital  by  capturing,  for  supervisory  purposes,  bank 
activities  that  now  don't  appear  on  bank  balance 
sheets  and  would,  as  I  stressed  before,  go  a  long  way 
m  making  the  definition  of  capital  and  minimum  capital 
standards  uniform  internationally 

m  sorry  I  have  to  go  into  this  much  detail,  but  it's 
necessary  as  background  to  what  I  have  to  say  later  I 


know,  however,  that  it  is  a  lot  and  I  know  how  you  must 
feel:  Like  the  parishoner  who  said  to  the  young  priest 
"Father,  I  didn’t  know  what  sin  was  until  you  came 
here." 

I  would  like  to  stress  that  the  primary  focus  of  the 
risk-based  capital  guidelines  is  credit  risk,  the  risk,  for 
example,  of  a  loan  or  a  lease  or  a  contract  going  bad 
and  the  bank  being  left  with  nothing  but  paper.  The 
guidelines  do  not  explicitly  address  other  types  of  risk 
that  can  affect  a  bank’s  condition,  such  as  interest  rate 
risk,  for  example,  the  risk  that  rising  interest  rates  will 
affect  earnings  adversely  and  diminish  the  worth  of  an 
asset  such  as  a  fixed-rate  mortgage. 

You  can  look  at  it  this  way:  Credit  risk  is  the  risk  that  the 
loan  won't  be  paid  back.  Interest  rate  risk  is  the  risk  that 
the  asset  will  lose  value  because  interest  rates  change. 

We  didn’t  include  a  specific  measurement  of  interest 
rate  risk  in  the  risk-adjusted  guidelines,  but  all  three 
federal  supervisors  agreed  that  we  would  need  to  take 
action  on  interest  rate  risk  in  the  near  future.  I  an¬ 
nounced  last  week  that  the  OCC  would  soon  be  send¬ 
ing  guidelines  to  our  examiners  at  the  largest  federally 
chartered  banks  that  would  state  the  actions  we  expect 
bank  managers  to  recognize  and  manage  interest  rate 
risk. 

Now  I  want  to  emphasize  that  our  risk-based  capital 
guidelines  establish  a  minimum  capital  ratio,  ultimately 
8  percent  of  risk  adjusted  assets.  Most  banks,  as  is  the 
case  presently,  will  be  expected  to  maintain  a  capital 
ratio  that  is  above  the  minimum. 

The  level  of  capital  required  for  an  individual  bank  will 
depend  on  that  institution’s  total  risk  profile,  as  deter¬ 
mined  through  the  supervisory  process.  And  we  can 
expect  many  bankers  to  hold  capital  above  the  mini¬ 
mum  we  set,  as  many  bankers  do  now. 

Now  I  know  that  all  I’ve  said  tonight  is  technical  and 
complex.  Unfortunately,  banking  supervision  is  a  tech¬ 
nical,  complex  subject.  And  I  expect  that  you  asked  me 
here  to  talk  about  my  professional  field  rather  than  my 
hobby,  trout  fishing,  which  is  far  simpler  but  far  more 
trivial. 

The  points  I  want  to  leave  you  with  tonight  are  far  less 
complex  than  the  background  that  it  takes  to  put  them 
into  context.  Our  risk-based  capital  guidelines  reflect  a 
level  of  agreement  among  the  three  federal  bank  regu¬ 
lators  that  is  a  monument  to  our  goodwill  in  working 
together. 

However,  there  is  one  issue  that  remains  unresolved 
All  three  supervisors  agree  that  there  should  be  a 
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minimum  amount  of  capital  that  all  banks  should  be 
required  to  hold  to  protect  banks  against  the  risks  not 
measured  by  the  risk-based  capital  ratio.  The  issue  left 
unresolved  is  what  that  minimum  should  be. 

This  minimum  —  which  we  call  the  "leverage  ratio”  and 
some  call  the  "gearing  ratio"  —  should  serve  as  a 
"backstop"  to  prevent  banks  from  becoming  too  highly 
leveraged  by  holding  the  majority  of  their  assets  in  low 
risk  categories.  Without  such  a  backstop,  the  guide¬ 
lines  could  theoretically  allow  a  bank  to  operate  with  no 
capital;  for  example,  by  investing  all  of  its  deposits  in 
U.S.  government  securities,  unlikely  as  that  might  be. 

Now  we  three  bank  supervisors  don't  disagree  with 
each  other  often.  But  sometimes  we  do.  And  we  at  the 
OCC  have  such  a  disagreement  with  the  FDIC  over 
what  the  leverage  ratio  in  our  guidelines  should  be. 

The  FDIC  has  indicated  that  it  wants  the  minimum  to  be 
6  percent,  including  "hard”  capital  like  stockholder 
equity  and  "soft"  capital  like  the  loan  loss  reserve. 

The  OCC  believes  that  a  leverage  ratio  of  3  percent  of 
capital  to  total  assets  is  more  appropriate,  with  all  the 
capital  represented  by  “hard”  capital. 


We  believe  we  are  right  and  that  the  FDIC  is  wrong. 
Flere’s  why:  A  6  percent  ratio  would,  in  effect,  become 
the  capital  standard  because  it  would  cause  many 
banks  to  hold  capital  in  excess  of  what  the  risk- 
adjusted  capital  guidelines  would  demand.  It  would 
take  us  back  to  where  we  are  today  or,  rather,  leave  us 
where  we  are.  Put  another  way,  it  would  negate  the 
risk-adjusted  feature  from  our  guidelines.  In  doing  so  it 
would  undermine  all  of  the  work  all  three  agencies  have 
done  to  tie  a  bank’s  capital  requirement  to  the  riskiness 
of  its  business. 

We  believe  that  either  you  have  a  risk-based  system  or 
you  don’t. 

You  cannot  have  it  both  ways.  You  cannot  be  like 
football  coach  Frank  Leahy.  When  traveling  to  games 
out  of  town,  he  would  lament:  "How  can  we  be  ex¬ 
pected  to  win.  We're  cooped  up  on  a  train,  watching 
our  muscles  stiffen,  while  the  other  boys  are  getting  into 
top  shape  with  daily  scrimmages."  When  facing  a 
home  game,  he  would  moan:  “A  fat  chance  we  have  to 
win  this  one!  We’ll  be  worn  out  from  constant  practice, 
and  they’ll  be  fit  and  rested  after  a  relaxing  train  ride.” 

We’ve  tried  to  tailor  our  system  to  the  risk  contours  of 
each  individual  bank  as  much  as  possible  so  the  banks 
with  greater  riskiness  will  be  more  insulated  if  the 
weather  gets  rough  and  the  banks  with  less  risk  can 


free  resources  for  more  productive  uses.  Banks  will 
have  an  incentive  to  operate  with  less  risk 

Under  the  plan  as  we  look  at  it,  a  bank  at  one  extreme 
would  have  to  meet  the  3  percent  backstop,  but  it 
would  face  practically  no  credit  risk  that  we  can 
measure. 

A  bank  at  the  other  extreme,  holding  only  commercial 
and  consumer  loans,  which  are  risk-weighted  at  100 
percent,  would  have  to  hold  8  percent  of  risk-adjusted 
assets  as  capital,  and  our  examiners  may  require  it  to 
hold  more,  depending  on  the  bank's  risk  profile  as  they 
see  it.  Capital  would  reflect  risk  at  each  institution. 

The  FDIC’s  approach  would  eliminate  the  benefits  from 
a  risk-based  capital  standard.  In  effect,  it  is  saying  that, 
you  can  have  a  tailor-made  suit,  but  underneath  it  you 
have  to  wear  this  chain-mail  armor,  which  is  G.l.  —  it  fits 
all  sizes. 

Now,  the  FDIC  is  also  concerned  that  a  3  percent 
leverage  ratio  would  give  the  impression  that  we  are 
lowering  capital.  It  might  give  that  impression.  But  the 
impression  would  be  wrong. 

In  the  context  of  everything  else  we  have  done,  the 
risk-based  standards  combined  with  a  3  percent  mini¬ 
mum  leverage  ratio,  a  more  realistic  definition  of  insol¬ 
vency  and  attention  to  interest  rate  risk  would 
strengthen  the  capital  position  of  the  industry,  not 
weaken  it.  And  it  would  better  insulate  the  FDIC  fund 
from  loss. 

What  do  we  have  now?  Banks  must  hold  5.5  percent  in 
primary  capital  as  a  ratio  to  total  assets  and  6  percent  in 
total  capital.  Primary  capital  includes  common  and 
perpetual  preferred  stock;  capital  surplus;  undivided 
profits;  capital  reserves;  the  reserve  for  loan  losses; 
and  other  elements.  Secondary  capital  is  defined  as 
subordinated  notes  and  debentures  and  limited  life 
preferred  stock.  And  the  primary  and  secondary  capi¬ 
tal  added  together  make  up  total  capital. 

The  new  capital  framework  —  that  is  to  say,  risk-based 
capital  and  risk  weighting  of  assets,  a  new  definition  of 
capital  and  a  minimum  leverage  ratio  —  must  be 
viewed  as  a  package  and  then  compared  to  the  current 
requirements. 

When  you  do  so,  the  simple  fact  of  the  matter  is  that 
more  than  700  banks  fall  below  the  risk-based  capital 
minimum  of  8  percent,  whereas  only  476  fall  below  the 
current  5.5  percent  primary  capital  standard  Looking 
at  those  numbers  —  700  under  risk-based  with  an  8 
percent  minimum  vs.  476  now  —  one  can  hardly  say 
that  we  are  loosening  our  capital  requirements  It  is  also 


65 


naccurate  to  state  that  3  percent  of  “hard"  capital  in  the 
new  standard  would  be  lower  than  the  6  percent  re¬ 
quirement  of  the  current  one  It's  like  comparing  apples 
and  oranges 

In  particular,  banks  with  large  allowances  for  loan  and 
lease  losses  might  meet  the  current  6  percent  total 
capital  requirement,  yet  fail  a  3  percent  equity  capital- 
to-total  assets  leverage  requirement  if  the  capital  is 
made  up  solely  of  “hard"  capital. 

Furthermore,  the  6  percent  standard  that  the  FDIC 
advocates  would,  in  effect,  eliminate  the  incentive  con¬ 
tained  in  the  guidelines  for  bank  lending  in  residential 
mortgages  and  investment  in  mortgage-backed  se¬ 
curities.  And,  remember  that  the  Administration  has 
proposed  a  requirement  that  thrifts  meet  capital  stand¬ 
ards  at  least  as  stringent  as  bank  capital  re¬ 
quirements"  by  June  1991.  After  the  Administration’s 
proposal  is  enacted,  should  the  FDIC  have  its  way,  the 
6  percent  standard  that  the  FDIC  advocates  would  be  a 
major  disincentive  to  home  lending  for  the  thrifts,  too. 

Now  my  friends  at  the  FDIC  are  not  engaged  in  some 
dark  conspiracy  in  advocating  their  6  percent  stand¬ 
ard.  Their  concerns  are  sincere.  But  sincerity  isn’t  the 
same  thing  as  validity.  The  FDIC’s  concern  is  to  insulate 
its  insurance  fund  from  loss  at  any  cost.  Thus,  its  stance 
on  the  leverage  ratio  issue  is  extraordinarily  con¬ 
servative.  And,  although  it  is  difficult  to  force  these 
words  from  the  lips  of  a  Texan:  sometimes  you  can  be 
too  conservative. 

What  the  FDIC  fears,  a  weakening  in  the  banking  indus¬ 
try's  capital  position  in  risk-based  capital  backed  up  by 


the  3  percent  minimum  leverage  ratio  we  support, 
simply  isn't  there 

As  far  as  national  banks  are  concerned  The  risk-based 
capital  guidelines  plus  the  regulatory  redefinition  of 
capital  contained  therein  plus  our  plans  to  redefine 
capital  for  the  purpose  of  declaring  national  banks 
insolvent  plus  our  plans  to  focus  on  interest  rate  risk 
add  up  to  a  significant  strengthening  of  bank  capital. 

This  is  more  than  just  a  technical  disagreement  with  the 
FDIC.  I  have  decided  to  discuss  it  with  you  tonight 
because  I  believe  you  have  an  interest  in  seeing  that  it 
is  resolved  in  a  way  that  allows  the  benefits  of  our  new 
approach  to  bank  capital  to  be  realized. 

As  the  Congress  crafts  a  solution  to  the  crisis  that  has 
engulfed  the  thrift  industry,  I  hope  the  lawmakers  will 
focus  on  the  impact  and  importance  of  our  capital 
guidelines. 

Implementation  of  the  risk-based  guidelines  already 
published  by  the  OCC,  the  FDIC,  and  the  Fed,  com¬ 
bined  with  a  reasonable  leverage  ratio,  will  strengthen 
the  safety  and  soundness  of  the  banking  industry  and 
will  work  well  for  the  thrifts,  too.  Too  high  a  minimum  will 
destroy  the  benefits  of  risk-based  capital,  and  in  par¬ 
ticular  the  incentives  for  housing  finance  included  in 
the  plan. 

Flow  the  issue  I  have  discussed  tonight  —  measuring 
bank  capital  adequacy  —  is  resolved  will  have  broad 
implications  for  finance  in  general  and  housing  finance 
in  particular  for  a  long  time  to  come. 
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Interpretive  Letters 
456— May  6,  1988 

This  will  acknowledge  receipt  of  your  April  11,  1988 
letter  and  will  confirm  our  April  6,  1988  telephone 
conversation  concerning  the  Bank’s  proposal  to  am¬ 
end  its  Articles  of  Association  to  limit  the  liability  of  its 
directors.  You  represented  that  the  Maryland  General 
Assembly  recently  enacted  a  statute  which  permits 
state  chartered  banks  and  corporations  to  limit  the 
personal  liability  of  their  directors.  You  requested  ad¬ 
vice  on  whether  the  Bank  may  amend  its  Articles  to  take 
advantage  of  the  standards  set  forth  in  the  new  law. 

In  our  telephone  conversation,  I  advised  that  the  OCC 
is  currently  assessing  whether  laws  such  as  the  new 
Maryland  law  are  consistent  with  the  national  banking 
laws,  and,  in  particular,  with  12  U.S.C.  §§  73,  93(a)  and 
1818.  At  this  time,  however,  the  OCC  has  no  formal 
policy  with  respect  to  the  adoption  of  these  standards 
by  national  banks.  Accordingly,  the  Bank  and  Bank 
counsel  should  make  a  determination  as  to  whether  this 
standard  is  appropriate  and  consistent  with  the  na¬ 
tional  banking  laws.  By  not  objecting  at  this  time  to  the 
Bank’s  adoption  of  these  provisions,  the  OCC  in  no  way 
waives  its  right  to  bring  an  action  under  12  U.S.C.  §§ 
93(a)  or  1 81 8  for  conduct  which  involves  a  breach  of  a 
Bank  director’s  common  law  duty  of  care.  You  should 
note  that  bank  directors  may  have  an  even  higher 
standard  of  care  than  other  corporate  directors. 

If  the  Bank  chooses  to  ask  shareholders  to  vote  on  the 
adoption  of  these  amendments,  it  must  make  full  and 
accurate  disclosure  of  all  material  facts.  At  a  minimum, 
the  Bank  should  provide  to  its  shareholders  the  fol¬ 
lowing  disclosure  concerning  the  proposed  adoption 
of  the  standards  limiting  director  liability  set  forth  in  the 
new  Maryland  statute: 

(1) The  OCC  currently  is  assessing  whether  laws 
such  as  the  new  Maryland  statute,  including 
certain  provisions  contained  therein,  are  con¬ 
sistent  with  the  national  banking  laws,  including, 
inter  alia,  12  U.S.C.  §§  73,  93(a)  and  1818; 

(2)  In  the  event  the  new  law  is  deemed  inconsistent 
with  the  national  banking  laws,  the  OCC  may: 

(a)  amend  the  interpretive  ruling  on  indemni¬ 
fication  (12  C.F.R.  §  7.521 7)  to  prohibit  adop¬ 
tion  of  such  standards;  and/or 

(b)  require  national  banks  which  have  altered 
their  Articles  of  Association  in  accordance 
with  the  new  state  law  to  suspend  any  con¬ 
templated  action  under  their  present  Article 


and  to  adopt  an  Article  consistent  with  the 
national  banking  laws; 

(3)  An  explanation  of  the  reasons  for  the  Bank's 
adoption  of  the  standard  limiting  liability,  and 

(4)  A  discussion  of  any  difficulty  which  the  Bank  has 
had  in  obtaining  director  and  officer  liability  in¬ 
surance  and  the  reasons  for  the  difficulty 

Please  note  further  that  any  amendment  to  the  Bank’s 
Articles  of  Association  which  alters  the  Bank's  indemni¬ 
fication  standard  must  contain  the  limitations  set  forth  in 
12  C.F.R.  §  7.5217. 

I  trust  this  is  responsive  to  your  request.  If  you  have  any 
questions,  please  do  not  hesitate  to  contact  Sue  E 
Auerbach,  Attorney,  Securities  &  Corporate  Practices 
Division,  at  (202)  447-1954. 

Daniel  N.  Goldstein 
Attorney 

Securities  &  Corporate  Practices  Division 

★  ★  ★ 

457 — August  8,  1988 

This  is  in  response  to  your  letter  of  May  25,  1988,  in 
which  you  provided  your  opinion  that  an  acquisition  of 
87  percent  of  the  Bank’s  outstanding  common  stock 
through  foreclosure  of  a  promissory  note  would  not 
trigger  the  prior  notice  requirements  of  the  Change  in 
Bank  Control  Act  of  1 978  (Act),  1 2  U.S.C.  §  1 81 7(j).  You 
stated  that  a  violation  of  the  Act  would  not  arise  be¬ 
cause  any  acquisition  of  control  would  result  from 
foreclosure  of  a  debt  previously  contracted  in  good 
faith  which,  by  regulation,  is  exempt  from  the  Act’s  prior 
notice  requirements.  See  12  C.F.R.  §  5.50(f)(3).  Fol¬ 
lowing  our  review  of  the  facts  of  this  case,  we  conclude 
that  this  exemption  is  not  available  and,  therefore,  any 
person  or  persons  acting  in  concert  who  acquired 
"control"  of  the  Bank  through  the  foreclosure  did  so  in 
violation  of  the  Act. 

As  we  understand  the  facts,  on  May  1 0, 1 988,  as  part  of 
a  Bank  recapitalization,  a  group  of  twelve  individuals, 
as  guarantors,  purchased  from  the  First  National  Bank 
of  Wichita  a  defaulted  promissory  note,  collateralized 
by  87  percent  of  the  Bank’s  outstanding  voting  stock 
On  May  20,  the  same  twelve  individuals  foreclosed  on 
the  note  and  purchased  the  Bank  stock  at  public  auc¬ 
tion  In  order  to  complete  this  recapitalization,  the  Bank 
now  intends  to  make  a  public  offering  of  up  to  1 00,000 
shares  of  its  newly  authorized  common  stock. 

You  stated  your  opinion  that  any  acquisition  of  control 
which  may  have  resulted  from  the  May  20  foreclosure 
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by  regulation  is  exempt  from  the  Act's  prior  notice 
requirements  as  an  acquisition  of  stock  in  satisfaction 
of  a  debt  previously  contracted  in  good  faith  (DPC 
exemption)  See  12  C.F.R  §  5  50(f)(3)  In  your  opinion, 
the  Act's  requirements  are  not  applicable  until  fol¬ 
lowing  the  completion  of  the  public  offering.  It  is  our 
conclusion,  however,  that  the  DPC  exemption  is  inap¬ 
plicable  in  this  case  Accordingly,  the  acquisition  of 
Bank  stock  by  the  twelve  individuals  acting  in  concert 
to  effect  the  recapitalization  plan  violated  the  Act. 

The  plain  language  of  the  Act  states  that  no  person  or 
persons  acting  in  concert  shall  acquire  control  of  an 
insured  bank  through  a  "purchase,  assignment,  trans¬ 
fer,  pledge,  or  other  disposition  of  voting  stock”  without 
complying  with  the  Act's  prior  notice  requirements.  12 
U  S.C.  §  181 7(j)(1 ).  “Control"  is  defined  in  the  Act  as  the 
power  to  direct  a  bank’s  management  or  policies  or  to 
vote  25  percent  or  more  of  a  bank's  voting  stock.  See 
12  U.S.C.  §  1 81 7(j)(8)(B).  By  regulation,  a  rebuttable 
presumption  of  control  arises  if  there  is  “purchase, 
assignment,  transfer,  pledge  or  other  disposition  of 
voting  stock”  through  which  a  person  acquires  owner¬ 
ship,  control,  or  the  power  to  vote  1 0  percent  or  more  of 
a  bank's  voting  stock  and,  after  the  transaction,  no 
other  person  owns  a  greater  percentage  of  that  class  of 
voting  stock.  See  12  C.F.R.  §  5.50(d)(1),  While  the 
acquisition  of  bank  stock  in  satisfaction  of  a  debt  pre¬ 
viously  contracted  in  good  faith  is  exempt  from  the  prior 
notice  requirements  of  the  Act,  that  exemption  is  not 
available  in  this  case. 

In  order  for  the  “good  faith”  element  of  the  DPC  exemp¬ 
tion  to  be  satisfied,  a  lender  must  either  make  or  ac¬ 
quire  a  loan  secured  by  bank  stock  in  advance  of  any 
known  default.  A  person  or  persons  acting  in  concert 
who  purchase  a  previously  defaulted  loan  secured  by 
bank  stock  cannot  rely  on  the  DPC  exemption  to  fore¬ 
close  on  that  loan,  seize  or  purchase  the  underlying 
collateral,  and  acquire  control  of  the  Bank  while  escap¬ 
ing  the  Act's  prior  notice  requirements.  Accordingly, 
when  the  twelve  persons  purchased  the  defaulted  note 
in  anticipation  of  foreclosure  and  subsequent  pur¬ 
chase  of  the  Bank  stock,  absent  some  other  exemption, 
the  prior  notice  requirements  of  the  Act  applied.  We 
recognize,  however,  that  since  Bank  counsel  dis¬ 
cussed  this  plan  with  OCC  personnel  in  the  Midwestern 
District  Office  prior  to  the  May  10  purchase  of  the 
defaulted  promissory  note,  this  violation  may  not  have 
been  willful  Therefore,  based  on  these  specific  facts, 
we  will  not  recommend  that  the  OCC  assess  a  civil 
money  penalty  against  the  twelve  individuals  for  vio¬ 
lation  of  the  Act 

We  note  that  any  person  or  persons  who  subscribe  to 
purchase  stock  during  the  Bank's  upcoming  stock 
offering  in  an  amount  sufficient  to  constitute  an  ac¬ 


quisition  of  control  of  the  Bank  must  observe  the  Act's 
prior  notice  requirements.  In  view  of  your  representa¬ 
tion  that  the  notice  requirements  will  be  met  in  this 
instance,  we  will  not  require  the  twelve  individuals  to  file 
a  notice  to  reflect  their  acquisition  of  control  resulting 
from  the  foreclosure  As  this  letter  is  based  on  the 
specific  facts  of  this  case  as  noted  herein,  should 
additional  information  come  to  our  attention  which 
would  indicate  that  further  action  is  warranted,  the  OCC 
reserves  in  all  respects  the  right  to  take  whatever  action 
it  deems  appropriate. 

Donald  N.  Lamson 
Assistant  Director 

Securities  &  Corporate  Practices  Division 

★  ★  ★ 

458 — September  1,  1988 

This  relates  to  a  January  1987  offering  of  300,000 
shares  of  common  stock  of  the  Bank  at  $10  per  share 
by  the  organizers  of  the  Bank.  We  understand  that  by 
May  1987  all  of  the  initial  offering  was  subscribed  to 
except  for  45,000  shares.  In  order  to  "close  out”  the 
offering,  the  organizers  purchased  the  remaining 
45,000  shares  pro  rata,  with  no  additional  disclosure  to 
subscribers.  The  Bank  began  operations  in  October 
1 987  The  organizers,  all  but  one  of  whom  are  now  bank 
directors,  now  wish  to  sell  the  45,000  shares  through  a 
broker,  for  the  amount  paid  ($1 0/share)  plus  accumu¬ 
lated  carrying  costs. 

This  is  to  advise  you  that  the  organizers/directors  may 
not  sell  the  45,000  shares  or  any  additional  shares 
necessary  to  cover  the  rescissions  discussed  below, 
without  preparing  a  new  offering  circular  in  accor¬ 
dance  with  12  C.F.R  Part  16.  Under  12  C.F.R.  § 
16.3(a),  no  bank  shall,  directly  or  indirectly,  offer,  offer 
to  sell,  offer  for  sale  or  sell  any  security  of  which  it  is  the 
issuer  unless  the  offer,  offer  to  sell,  offer  for  sale  or  sale 
is  made  through  the  use  of  an  offering  circular  which 
has  been  filed  with,  and  declared  effective  by,  the 
Comptroller  of  the  Currency.  The  sale  of  the  stock  by 
the  organizers/directors  under  the  circumstances  de¬ 
scribed  above  would  constitute  an  indirect  offer  by  the 
Bank  of  securities  of  which  it  is  the  issuer 

In  addition,  the  sale  of  the  stock  must  be  accompanied 
by  an  offer  of  rescission  to  all  the  remaining  share¬ 
holders  The  purchase  of  the  addition  45,000  shares  by 
the  organizers  to  enable  the  Bank  to  open  rendered  the 
offering  circular  materially  false  and  misleading,  in 
violation  of  the  antifraud  provisions  of  12  C.F  R  § 
16.3(g)  and  SEC  Rule  10b-5,  17  C.F.R.  240  1 0b-5, 
because  the  amount  of  stock  to  be  held  by  manage¬ 
ment  of  the  Bank  was  not  accurately  disclosed  The 
request  by  the  organizers  to  dispose  of  the  shares  they 
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recently  acquired  suggests  that  they  lacked  the  finan¬ 
cial  resources  to  support  their  investment  and  raises 
questions  about  the  soundness  of  their  activities  from 
the  bank's  perspective.  The  organizers’  resale  of  these 
shares  now  would  sub)ect  the  remaining  shareholders 
to  considerable  risks  because  no  public  market  for  the 
common  stock  exists  and  an  active  secondary  market 
is  not  expected  to  develop  in  the  foreseeable  future. 

Please  send  to  us  for  our  review  three  copies  of  the 
preliminary  offering  circular  for  the  sale  of  the  ad¬ 
ditional  shares  and  three  copies  of  the  proposed  letter 
of  rescission.  Both  the  circular  and  the  letter  should 
contain  a  full  description  of  the  circumstances  sur¬ 
rounding  the  requirement  for  a  new  offering  circular 
and  rescission  offer. 

Michael  C.  Dugas 
Senior  Attorney 

Securities  &  Corporate  Practices  Division 

★  ★  ★ 


459 — September  15,  1988 

Your  May  1 8,  1 988  letter  to  Peter  Liebesman,  Assistant 
Director,  Legal  Advisory  Services  Division,  was  for¬ 
warded  to  me  to  respond  to  your  questions  concerning 
the  applicability  of  12  C.F.R.  §§  5.47  and  16  to  the 
issuance  of  subordinated  notes  by  a  federal  branch  of 
a  foreign  bank.  I  will  address  each  question  in  turn. 

12  C.F.R.  §  5.47 

You  requested  that  the  OCC  confirm  your  opinion  that 
the  issuance  of  subordinated  notes  by  a  federal  branch 
of  a  foreign  bank  is  not  subject  to  the  prior  approval  of 
the  OCC  under  12  C.F.R.  §  5.47(c).  We  confirm  your 
opinion  based  on  the  following  reasons.  Title  12  C.F.R. 
§  5.47(c)  provides  that: 

Subordinated  debt  is  subject  to  Office  approval  if 
it  is  to  be  considered  a  part  of  a  bank’s  capital 
structure  for  the  purpose  of  computing  capital 
adequacy  or  statutory  limitations  in  accordance 
with  1 2  C.F.R.  Part  3  or  such  related  rules  as  may 
be  promulgated  by  the  Office.  Offers  or  sales  of 
subordinated  notes  and  debentures  are  also  sub¬ 
ject  to  the  requirements  of  Part  1 6  of  this  Chapter. 

The  subordinated  notes  that  would  be  issued  by  the 
federal  branch  are  intended  to  qualify  as  capital  of  the 
federal  branch’s  parent  foreign  bank,  not  as  a  part  of 
the  federal  branch’s  capital  equivalency  deposit.  The 
capital  equivalency  deposit  of  the  federal  branch  is 
maintained  by  the  parent  foreign  bank  pursuant  to  12 
C.F.R.  §  28.6.  Since  the  subordinated  debt  is  not  to  be 


considered  part  of  the  federal  branch's  capital  struc¬ 
ture  “for  the  purpose  of  computing  capital  adequacy, 
prior  OCC  approval  is  not  required 

12  C.F.R.  Part  16 

You  also  requested  the  advice  of  the  OCC  as  to 
whether  the  Securities  Offering  Disclosure  Rules  set 
forth  in  12  C.F.R.  Part  16  (Part  16)  apply  to  the  issuance 
of  subordinated  notes  by  a  federal  branch  of  a  foreign 
bank.  Part  16  applies  by  its  terms  to  national  banks 
which  issue  subordinated  notes.  Section  16.3(a)  and 
16.2(d).  Part  16  also  is  applicable  to  the  issuance  of 
subordinated  notes  by  a  federal  branch  of  a  foreign 
bank  and,  in  our  opinion,  an  exemption  from  its  appli¬ 
cability  is  not  appropriate.  A  full  discussion  follows 

The  International  Banking  Act  (IBA),  codified  at  12 
U.S.C.  §§  3101-3108,  provides  in  relevant  part  that: 

In  establishing  and  operating  a  Federal  branch 
...  a  foreign  bank  shall  be  subject  to  such  rules, 
regulations,  and  orders  as  the  Comptroller  con¬ 
siders  appropriate  to  carry  out  this  section.  .  . 
Except  as  otherwise  specifically  provided  in  this 
Chapter  or  in  rules,  regulations  or  orders  adopted 
by  the  Comptroller  .  .  .  operations  of  a  foreign 
bank  at  a  Federal  branch  .  .  .  shall  be  conducted 
with  the  same  rights  and  privileges  as  a  national 
bank  at  the  same  location  and  shall  be  subject  to 
all  the  same  duties,  restrictions,  penalties,  liabili¬ 
ties,  conditions,  and  limitations  that  would  apply 
under  National  Bank  Act  to  a  national  bank  doing 
business  at  the  same  location.  .  .  .  (Section 
3102(b).) 

Foreign  banks  are  subject  to  the  regulation  of  the 
Comptroller  when  they  are  operating  at  their  federal 
branches.  Furthermore,  the  OCC  is  expressly  author¬ 
ized  to  issue  rules  and  regulations  to  perform  its  duties 
and  functions  under  the  IBA  Section  3108(a). 

In  your  opinion,  Part  16  should  not  apply  to  federal 
branches  because  Part  16  by  its  terms  applies  only  to 
national  banks.  Part  16  need  not  expressly  state  that  it 
applies  to  the  operation  of  foreign  banks  at  Federal 
branches  in  order  that  it  be  applicable.  The  OCC's 
implementing  regulation  at  12  C.F.R.  Part  28,  mirrors 
the  IBA  when  it  states,  inter  alia,  that: 

Except  as  otherwise  provided  by  the  International 
Banking  Act,  other  federal  laws  or  regulations,  or 
any  rules  or  orders  of  the  Comptroller,  operations 
of  a  foreign  bank  at  a  Federal  branch  or  agency 
shall  be  conducted  with  the  same  rights  and 
privileges  and  shall  be  subject  to  the  same  duties 
restrictions,  penalties,  liabilities,  conditions,  and 


71 


limitations  that  would  apply  to  national  banks  at 
the  same  location  (Section  28.4) 

Thus,  the  general  rule  is  that  all  OCC  regulations  apply 
to  the  operations  of  foreign  banks  at  a  federal  branch 
unless  expressly  provided  otherwise.  Consequently, 
Part  16  applies  to  the  operations  of  foreign  banks  at  a 
federal  branch  because  Part  16  does  not  expressly 
exclude  federal  branches  from  its  scope. 

Nevertheless,  as  set  forth  in  the  OCC's  policy  state¬ 
ment  in  12  C.F.R.  §  28.101(2),  the  OCC  will  review 
requests  from  foreign  banks  operating  at  a  federal 
branch  seeking  exemption  from  a  national  bank  regu¬ 
lation  which  by  its  terms  does  not  exclude  federal 
branches  from  its  scope.  In  our  opinion,  exemption 
from  Part  16  is  not  appropriate  for  foreign  banks  that 
issue  subordinated  debt  through  their  federal 
branches. 

You  opine  that  if  Part  16  s  requirements  were  deemed 
applicable  to  federal  branches  themselves,  the  dis¬ 
closure  provided  would  be  meaningless,  for  federal 
branch  obligations  are  sold  to  investors  on  the  basis  of 
the  foreign  bank's  own  creditworthiness  and  rating  as  a 
whole,  not  on  that  of  its  federal  branch.  Furthermore,  in 
your  opinion,  to  apply  Part  16  to  a  foreign  bank  itself 
would  be  to  convert  Part  16  into  a  general  regulation  of 
the  offering  of  foreign  bank  securities,  which  would  be 
an  unwarranted  extension  of  the  OCC’s  role. 

We  agree  that  the  disclosure  required  under  Part  16 
essentially  is  that  of  the  foreign  bank  itself.  However,  we 
disagree  that  the  application  of  Part  16  to  the  issuance 
of  subordinated  notes  by  the  foreign  bank  through  its 
federal  branch  would  be  an  unwarranted  extension  of 
the  OCC’s  role.  It  is  precisely  the  role  envisioned  and 
authorized  by  the  IBA. 

If  a  foreign  bank  wishes  to  issue  subordinated  notes  in 
the  United  States  to  U  S  investors  directly,  it  is  free  to 
do  without  any  regard  to  OCC’s  Part  16  The  OCC  has 
no  authority  to  regulate  the  offerings  of  foreign  banks 
that  are  not  made  through  a  federal  branch.  The  foreign 
bank,  of  course,  would  be  required  to  comply  with  any 
registration  requirements  of  the  Securities  and  Ex¬ 
change  Commission  (SEC).  If  the  foreign  bank 
chooses  to  issue  the  subordinated  debt  through  its 
federal  branch,  then  it  has  agreed,  as  a  condition  of  its 
license,  to  subject  itself  to  the  same  regulation  by  the 
OCC  to  which  national  banks  are  subjected 

The  SEC's  Securities  Act  Release  No.  33-6661  (Sept 
23.  1986)  ( 1 7  C  F  R  §  231  6661 )  (release)  reflects  the 
general  principle  of  "national  treatment"  which  under¬ 
lies  the  IBA  The  release  interprets  the  exemption  of 


bank-issued  securities  at  Section  3(a)(2)  of  the  Securi¬ 
ties  Act  of  1933  to  include  securities  issued  by  foreign 
banks  conducting  their  business  at  branches  under 
licenses  granted  either  by  the  OCC  or  a  state  authority 
The  rationale  behind  the  SEC’s  interpretation  is  sig¬ 
nificant.  The  SEC,  after  reviewing  the  operations  of  the 
branches,  was  satisfied  that  the  foreign  bank  branches 
were  subject  to  the  type  and  extent  of  supervision 
contemplated  by  Section  3(a)(2)  for  domestic  banks. 
Thus,  the  release  states  that: 

for  purposes  of  the  exemption  from  registration 
provided  by  Section  3(a)(2)  of  the  Securities  Act, 
[footnote  omitted]  the  Commission  deems  a 
branch  ...  of  a  foreign  bank  located  in  the  United 
States  to  be  a  “national  bank,”  .  .  .  provided  that 
the  nature  and  extent  of  federal .  .  .  regulation  and 
supervision  of  the  particular  branch  is  sub¬ 
stantially  equivalent  to  that  applicable  to  federal 
.  .  .  domestic  banks  doing  business  in  the  same 
jurisdiction. 

If  the  OCC  did  not  apply  Part  16  to  the  issuance  of 
subordinated  debt  by  a  federal  branch  of  a  foreign 
bank,  while  it  applies  Part  16  to  the  issuance  of  sub¬ 
ordinated  debt  of  a  national  bank,  the  regulation  of  the 
federal  branch  would  not  be  substantially  similar  to  that 
of  national  banks,  and  the  exemption  from  Section 
3(a)(2)  might  not  be  warranted. 

You  also  requested  that  if  the  OCC  concludes  that  Part 
16  is  applicable  to  the  issuance  of  subordinated  debt 
by  federal  branches,  the  OCC  waive  the  requirements 
of  Part  16  to  the  issuance  of  subordinated  notes  by  a 
federal  branch  of  a  foreign  bank  in  large  denominations 
to  institutional  investors.  You  stated  tht  the  sub¬ 
ordinated  notes  will  generally  be  issued  in  minimum 
denominations  of  $1 00,000,  and  will  (for  the  most  part) 
be  sold  through  underwriters  to  institutional  investors  in 
the  United  States.  The  subordinated  notes  will  be  mar¬ 
keted  to  institutional  investors  with  the  assistance  of  an 
offering  circular  outlining  the  terms  of  the  subordinated 
notes,  including  their  relative  level  of  priority,  and  the 
business  of  the  foreign  bank  and  the  federal  branch 
issuing  the  subordinated  notes.  The  offering  circular 
will  also  disclose  the  uninsured  status  of  the  sub¬ 
ordinated  notes  and  the  absence  of  review  by  any  bank 
regulatory  agency.  The  subordinated  notes  will  be 
rated  investment  grade  by  at  least  one  nationally  rec¬ 
ognized  rating  agency. 

The  purpose  of  Part  16  is  to  ensure  that  prospective 
investors  are  provided  with  all  material  facts  and  infor¬ 
mation  relating  to  the  business  operations  and  financial 
condition  of  the  bank  seeking  to  obtain  funds  through 
the  sale  of  their  securities.  The  securities  of  national 
banks  are  exempt  from  the  registration  requirements  of 
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Section  5  of  the  Securities  Act  of  1933  by  virtue  of  the 
provisions  of  Section  (3)(a)(2)  thereof.  As  discussed 
above,  the  securities  issued  by  foreign  banks  through 
their  federal  branches  are  likewise  exempt  by  Section 
(3)(a)(2)  by  interpretation  of  the  SEC.  However,  the 
offer  and  sale  securities  issued  by  national  banks  and 
federal  branches  are  subject  to  the  antifraud  provisions 
of  Section  17(a)  of  the  Securities  Act  of  1933,  and 
Section  10(b)  of  the  Securities  Exchange  Act  of  1934 
and  Rule  10b-5  thereunder.  See  41  Fed.  Reg.  32864 
(August  5,  1976)  (Notice  of  Proposed  Rulemaking). 
Thus,  the  substantive  disclosure  and  review  provisions 
of  Part  16  serve  the  purpose  of  protecting  investors. 

Given  the  facts  and  circumstances  as  you  describe 
them,  in  our  opinion,  there  is  no  reason  to  waive  the 
disclosure  and  review  requirements  of  Part  16.  As  you 
know,  Part  16  provides  for  exemptions  to  the  offering 
circular  requirements  under  certain  circumstances 
which  do  not  necessitate  the  disclosure  and  review 
procedures  of  Part  16. 12C.F.R.  §§  16  4and  16.5.  Ifthe 
offering  of  the  subordinated  debt  would  fall  within  the 
listed  exemptions,  the  offering,  of  course,  would  be 
exempt. 

This  letter  does  not  address  how  the  specific  dis¬ 
closure  requirements  of  Part  16  will  be  applied  to  the 
operations  of  a  federal  branch.  At  this  time,  this  Division 
intends  to  resolve  specific  disclosure  questions  on  a 
case-by-case  basis. 

If  you  have  any  questions,  please  feel  free  to  call 
Isabella  Sammons,  Attorney,  Securities  &  Corporate 
Practices  Division,  (202)  447-1954. 

Ellen  Broadman 
Assistant  Director 

Securities  &  Corporate  Practices  Division 

★  ★  ★ 


460 — September  26,  1988 

I  am  writing  in  response  to  your  May  23,  1988  letter  to 
me.  You  requested  a  written  confirmation  from  the 
Office  of  the  Comptroller  of  the  Currency  (OCC)  on  its 
position  regarding  OCC  jurisdiction  for  purposes  of 
section  12(i)  of  the  Securities  Exchange  Act  of  1934 
(1934  Act)  over  national  banks  which  do  not  accept 
deposits  and  are  therefore  not  eligible  to  be  insured  by 
the  Federal  Deposit  Insurance  Corporation  (FDIC). 

In  our  opinion,  the  OCC  has  the  authority  pursuant  to 
section  12(i)  of  the  1934  Act  to  require  national  banks 
that  do  not  accept  deposits  other  than  trust  funds,  and 
are  thus  not  eligible  for  FDIC  insurance  (insurance),  to 
comply  with  12  C.F  R.  Part  1 1  —  Securities  Exchange 
Act  Disclosure  Rules.  A  full  discussion  follows 


The  OCC  has  issued  Part  1 1  pursuant  to  the  authority  of 
section  12(i)  of  the  Act  12  C.F.R.  §  1 1  101(a)  Section 
12(i),  codified  at  15  U.S.C.  §  78 1  (i),  states  in  relevant 
part: 

In  respect  of  any  securities  issued  by  banks  the 
deposits  of  which  are  insured  in  accordance  with 

the  Federal  Deposit  Insurance  Act  the  pow¬ 
ers,  functions,  and  duties  vested  in  the  Commis¬ 
sion  [Securities  and  Exchange  Commission 
(SEC)]  to  administer  and  enforce  this  section  and 
sections  78m,  78n(a),  78n(c),  78n(d),  78n(f),  and 
78p  of  this  title  [sections  12,  13,  14(a),  14(c), 
14(d),  14(f)  and  16  of  the  Act],  (1 )  with  respect  to 
national  banks  .  .  .  are  vested  in  the  Comptroller 
of  the  Currency,  (2)  with  respect  to  all  other  mem¬ 
ber  banks  of  the  Federal  Reserve  System  are 
vested  in  the  Board  of  Governors  of  the  Federal 
Reserve  System,  (3)  with  respect  to  all  other  in¬ 
sured  banks  are  vested  in  the  Federal  Deposit 
Insurance  Corporation.  .  .  .  The  Comptroller  of 
the  Currency,  the  Board  of  Governors  of  the  Fed¬ 
eral  Reserve  System,  the  Federal  Deposit  Insur¬ 
ance  Corporation  .  .  .  shall  have  the  power  to 
make  such  rules  and  regulations  as  may  be  nec¬ 
essary  for  the  execution  of  the  functions  vested  in 
them  as  provided  in  this  subsection.  In  carrying 
out  their  responsibilities  under  this  subsection, 
the  agencies  named  in  the  first  sentence  of  this 
subsection  shall  issue  substantially  similar  regu¬ 
lations  to  regulations  and  rules  issued  by  the 
Commission  under  this  section  and  sections  78m, 
78n(a),  78n(c),  78n(d),  78n(f)  and  78p  of  this  title, 
unless  they  find  that  implementation  of  sub¬ 
stantially  similar  regulations  with  respect  to  in¬ 
sured  banks  ...  are  not  necessary  or  appropriate 
in  the  public  interest  or  for  protection  of  investors, 
and  publish  such  findings  and  the  detailed  rea¬ 
sons  therefore,  in  the  Federal  Register.  (Securi¬ 
ties  Acts  Amendments  of  1964,  Pub.  L.  No. 
88-467,  Sec.  3(e),  78  Stat.  565  (August  20,  1 964); 
as  amended  by  the  Williams  Act,  Pub.  L.  No 
90-439,  82  Stat.  454  (July  29,  1 968);  as  amended 
by  the  Depository  Institutions  Act  of  1 974,  Pub  L. 
No.  93-495,  tit.  I,  Sec.  105(b),  88  Stat  1503  (Oc¬ 
tober  8,  1974)  (emphasis  added).) 

The  literal  language  of  section  12(i)  vests  authority  in 
the  OCC  as  to  national  banks  "the  deposits  of  which  are 
insured.”  "Bank”  is  defined  in  section  3(a)(6)  of  the 
1934  Act,  in  relevant  part,  as  “a  banking  institution 
organized  under  the  laws  of  the  United  States. 
Therefore,  both  insured  and  uninsured  national  banks 
fall  within  the  definition  of  "bank”  for  purposes  of  the 
1934  Act.  The  provision  “banks  the  deposits  of  which 
are  insured"  could  be  construed  to  reference  only 
banks  which  accept  deposits  other  than  trust  funds 
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and  which  have  obtained  FDIC  insurance  coverage  for 
those  deposits  Alternatively,  the  provision  could  be 
construed  also  to  encompass  banks,  eg.,  national 
banks  which  must  be  insured  if  they  accept  deposits, 
even  though  the  banks  accept  no  deposits  other  than 
trust  funds. 

Since  the  language  of  section  I2(i)  is  susceptible  to 
more  than  one  meaning,  it  is  appropriate  to  review  the 
legislative  history  to  discover  the  intent  of  Congress. 
See  Sutherland  Stat.  Const.  §  48.01 .  Section  12(i)  was 
added  to  the  1 934  Act  by  section  3(e)  of  the  Securities 
Amendments  Act  of  1964  (1964  Amendments).  One  of 
the  major  purposes  of  the  1964  Amendments  was  to 
extend  the  investor  protections  relating  to  securities 
listed  on  an  exchange  to  securities  traded  over-the- 
counter  1  The  draft  language  of  section  I2(i)  as  first 
proposed  by  the  SEC,  the  proponent  of  the  1964 
Amendments,  does  not  mention  deposits  or  insurance: 

In  respect  of  any  security  issued  by  a  bank  all  the 
powers,  functions,  and  duties  of  the  Commission 
pursuant  to  the  provisions  of  this  subsection  shall 
vest  in  (the  appropriate  federal  banking  regu¬ 
latory  authority.2 

Under  this  proposal,  the  SEC’s  authority  clearly  would 
be  vested  in  the  appropriate  federal  banking  regulatory 
authority  with  respect  to  bank-issued  securities.  Thus, 
by  inference,  the  only  banks  for  which  the  SEC  would 
retain  authority  would  be  those  banks  for  which  there 
was  no  appropriate  federal  banking  regulatory  author¬ 
ity,  namely,  state-chartered,  nonmember,  uninsured 
banks. 

Section  3(e)  of  the  original  House  and  Senate  bills 
would  have  delegated  to  the  appropriate  federal  bank¬ 
ing  regulatory  agencies  SEC’s  authority  over  banks  if  a 
federal  banking  regulatory  agency  requested  the 
delegation  Again,  there  is  no  mention  of  deposits  or 
insurance: 

In  respect  of  any  securities  issued  by  banks  the 
powers,  functions,  and  duties  of  the  Commission 


'See  S  Rep  No  379  88th  Cong  ,  IstSess  1  (1963),  reprinted  m2 
Federal  Securities  Laws  Legislative  History .  1933-1982  at 
1804-1913.  1807  (hereinafter  cited  as  "Fed  Sec  Laws'):  H  R  Rep 
No  1418  88th  Cong  ,2dSess  1  (1964),  reprinted  in  Fed  Sec  Laws, 
supra  at  1935-201  7  1935  For  a  discussion  of  the  history  of  section 
120)  see  Malloy  1  The  Corporate  Law  of  Banks  §  6  2  (1988) 

'Memorandum  of  the  Securities  and  Exchange  Commission  with 
respect  to  Changes  in  H  R  6/89  between  Its  Introduction  in  Con¬ 
gress.  reprinted  in  Investor  Protection.  Part  1  Hearings  on  H  P  6789. 
HP  6793.  S  1642  before  Subcomm  on  Commerce  and  Finance  of 
the  House  Comm  on  Interstate  and  Foreign  Commerce.  88th  Cong 
St  and2dSess  651  652  (1963-1964)  (hereinafter  cited  as  Investor 
Protection)  reprinted  in  Malloy  supra  §  6  2  3  at  489 


pursuant  to  the  provisions  of  this  title  shall  be 
delegated  in  whole  or  in  part  to  the  Federal  bank¬ 
ing  regulatory  agency  or  instrumentality  which 
has  jurisdiction  to  examine  or  supervise  the  busi¬ 
ness  of  such  banks,  upon  the  request  of  such 
agency  or  instrumentality.3 

The  Senate  amended  section  3(e)  to  make  the  vesting 
of  authority  in  the  appropriate  federal  banking  regu¬ 
latory  agencies  mandatory,  as  follows: 

In  respect  of  any  securities  issued  by  banks  the 
deposits  of  which  are  insured  in  accordance  with 
the  Federal  Deposit  Insurance  Corporation  Act, 
the  powers,  functions,  and  duties  vested  in  the 
Commission  under  this  title  to  administer  and 
enforce  sections  12,  13,  14(a),  14(c),  and  16 
thereof  (1)  with  respect  to  national  banks  ...  are 
vested  in  the  Comptroller  of  the  Currency,  (2)  with 
respect  to  all  other  member  banks  of  the  Federal 
Reserve  System  are  vested  in  the  Board  of  Gov¬ 
ernors  of  the  Federal  Reserve  System,  and  (3) 
with  respect  to  all  other  insured  banks  are  vested 
in  the  Federal  Deposit  Insurance  Corporation.4 

This  amendment,  in  which  the  reference  to  “deposits” 
first  appeared,  was  to  ensure  that  banks  would  not  be 
faced  with  reporting  to  and  being  regulated  by  an 
additional  federal  agency,  the  SEC,  if  their  federal 
banking  regulators  declined  to  request  the  delegation 
of  authority.5  It  is  clear  from  the  legislative  history  that 
section  3(e),  as  amended,  was  intended  to  effect  a 
complete  transfer  of  authority  from  the  SEC  to  the 
federal  banking  regulatory  agencies.  The  section-by¬ 
section  analysis  of  the  Senate  report  clearly  describes 
the  amendment  as  vesting  in  the  OCC  authority  over 
national  banks  and  does  not  distinguish  between  in¬ 
sured  and  uninsured  national  banks.  Thus  is  supports  a 
reading  of  “banks  the  deposits  of  which  are  insured”  to 
include  banks  whose  deposits  must  be  insured  if  de¬ 
posits  other  than  trust  funds  are  accepted,  even  though 
no  such  deposits  are  accepted.  The  analysis  states 
that: 

Section  3(e)  of  the  bill  would  add  a  new  sub¬ 
section  (i)  to  section  12  of  the  Exchange  Act  to 


3Remarks  by  Mr  Williams  on  S  1642,  June  4  1963,  109  Cong  Rec 
9963-9967.  9964  (1963),  reprinted  in  Fed  Sec  Laws,  supra,  at 
1796-1800,  1797  (text  of  S  1642),  Text  of  H  R  6789  and  H  R  6793. 
reprinted  m  Investor  Protection .  supra,  at  46 

4S  Rep  No  379  at  94,  reprinted  in  Fed  Sec  Laws,  supra,  at  1900 
(text  of  S  1642,  as  amended) 

c,See  S  Rep  No  379  at  5,  34-35,  reprinted  in  Fed  Sec  Laws,  supra. 
at  181 1 .  1840-1841 ;  Letter  from  William  F  Kelly.  President.  American 
Bankers  Association,  to  Hon  Harley  O  Staggers,  Chairman.  Sub 
committee  on  Commerce  and  Finance,  House  Committee  on  Inter 
state  and  Foreign  Commerce  (February  11,  1964),  reprinted  in  Inves 
tor  Protection  Part  II  supra,  at  1375-1377 
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vest  in  the  various  Federal  Banking  regulatory 
agencies  the  powers,  functions,  and  duties 
granted  to  the  Commission  to  administer  and 
enforce  sections  12,  13,  14(a),  14(c),  and  16  of 
the  Exchange  Act  with  respect  to  securities 
issued  by  banks  under  their  jurisdiction.  The  au¬ 
thority  to  administer  and  enforce  these  provisions 
would  rest  with  the  Comptroller  of  the  Currency 
with  respect  to  securities  issued  by  national  .  .  . 

banks,  the  Board  of  Governors  of  the  Federal 
Reserve  System  with  respect  to  State  member 
banks  .  .  .  and  the  Federal  Deposit  Insurance 
Corporation  with  respect  to  insured  banks  which 
are  not  members  of  the  Federal  Reserve  Sys¬ 
tem.  ...  If  a  State  bank  that  is  not  a  member  of  the 
Federal  Reserve  System  and  is  not  insured  by  the 
Federal  Deposit  Insurance  Corporation  becomes 
subject  to  section  12,  13,  14(a),  14(c),  and  16  of 
the  act,  the  Commission  would  administer  and 
enforce  these  sections  with  respect  to  such  a 
bank.6 

Also  revealing  of  Congressional  intent  is  the  SEC's 
response  to  a  question  during  one  of  the  hearings  on 
the  proposed  legislation.  Asked  what  powers  or  author¬ 
ity  the  SEC  would  retain  over  banks  under  section  3(e), 
as  amended,  the  SEC  stated  that  it  would  have  author¬ 
ity  to  administer  and  enforce  the  provisions  only  with 
respect  to  banks  not  subject  to  the  jurisdiction  of  either 
the  OCC,  the  FRB,  or  the  FDIC.7 

The  reference  to  deposits  in  the  amended  Senate 
version  appears  to  have  been  to  establish  that  banks 
generally  subject  to  the  jurisdiction  of  one  of  the  federal 
banking  regulators  would  remain  subject  to  its  jur¬ 
isdiction  for  purposes  of  section  12(i).8  Banks  that  are 
subject  to  regulation  by  the  OCC,  FRB,  or  the  FDIC 
must  be  insured  if  they  accept  deposits  other  than  trust 
funds.  Thus,  the  language  in  section  3(e)  merely  at¬ 
tempted  to  identify  the  banks  subject  to  the  jurisdiction 


6S  Rep  No  379  at  63  (emphasis  added),  reprinted  in  Fed  Sec 
Laws,  supra,  at  1869  For  the  final  version  of  section  3(e),  see  H  R 
Rep  No  1418  at  53-54,  reprinted  in  Fed  Sec  Laws,  supra,  at  1900, 
or  Pub  L.  No  88-467,  reprinted  in  Fed  Sec  Laws,  supra ,  at  1784. 
The  final  version  added  language  which  expressly  authorized  the 
appropriate  Federal  banking  regulatory  agencies  to  make  such  rules 
and  regulations  as  may  be  necessary  to  carry  out  the  functions 
vested  in  them 

7  Memorandum  of  the  Securities  and  Exchange  Commission  with 
Respect  to  the  Statement  of  the  Comptroller  of  the  Currency  on  FI  R 
6789  and  S  1642,  reprinted  in  Investor  Protection  Part  II,  supra,  at 
1361-1367,  1364 

8Mr  William  L.  Carey,  then  Chairman  of  the  SEC,  explained  that  the 
Senate  amendment  to  section  3(e)  clarified  the  respective  respon¬ 
sibilities  of  the  SEC  and  the  Federal  banking  regulatory  agencies  "by 
expressly  designating  the  banks  that  are  subject  to  the  jurisdiction  of 
each  Federal  banking  agency  .”  Id 


of  each  federal  bank  regulatory  agency  in  terms  of 
FDIC  insurance.  Those  banks  not  subject  to  the  jur¬ 
isdiction  of  one  of  the  federal  bank  regulatory  agencies 
are  those  state-chartered,  nonmember  banks  which 
are  uninsured. 

In  conclusion,  it  is  clear  from  the  legislative  history  that 
Congress  intended,  in  regard  to  administering  and 
enforcing  the  enumerated  sections  of  the  1934  Act,  to 
vest  the  federal  banking  regulatory  agencies  with  au¬ 
thority  over  the  banks  under  their  primary  jurisdiction, 
specifically,  the  OCC  as  to  all  national  banks.  The  only 
banks  excluded  from  coverage  of  section  12(i),  and 
thus  regulated  by  the  SEC,  are  state-chartered,  non¬ 
member,  uninsured  banks.  Consequently,  national 
banks  which  do  not  accept  deposits  other  than  trust 
funds  and  are  thus  ineligible  to  be  certified  for  FDIC 
insurance  are  nevertheless  subject  to  12  C.F.R.  Part  11 
pursuant  to  the  authority  vested  in  the  OCC  by  section 

12(i). 

If  you  have  any  questions,  please  feel  free  to  call 
Isabella  W.  Sammons,  Attorney,  Securities  &  Corporate 
Practices  Division,  at  (202)  447-1954. 

Ellen  Broadman 
Assistant  Director 

Securities  &  Corporate  Practices  Division 


461 — September  30,  1988 

This  letter  confirms  my  various  telephone  con¬ 
versations  with  you,  ***,  ***,  and  ***  of  ***. 

***’s  May  1 8,  1 988  letter  to  Peter  Liebesman,  Assistant 
Director,  Legal  Advisory  Services  Division,  asked,  inter 
alia ,  whether  12  C.F.R  §  5.47  and  whether  12  C.F.R 
Part  1 6  (Part  1 6)  apply  to  the  issuance  of  subordinated 
debt  by  a  federal  branch  of  a  foreign  bank.  We  advised 
you  telephonically  and  in  a  September  15,  1988  letter 
from  Ellen  Broadman,  Assistant  Director,  Securities  & 
Corporate  Practices  Division,  that  12  C.F.R  §  5  47  did 
not  apply  but  that  Part  16  did  apply. 

In  your  September  9, 1988  letter  to  Mr.  Charles  M.  Plorn. 
Director,  Securities  &  Corporate  Practices  Division,  you 
requested  a  no-objection  letter  from  the  Office  of  the 
Comptroller  of  the  Currency  (OCC).  Specifically,  you 
requested  that  the  OCC  not  object  if  the  New  York 
federally-licensed  branch  (Branch)  of  ***  (Foreign 
Bank),  proceeds  with  the  proposed  issuance  of  sub¬ 
ordinated  debt  obligations  (the  subordinated  de¬ 
bentures)  without  the  prior  approval  of  the  OCC  under 
12  C.F  R  §  5  47(c)  This  request  was  addressed  in  the 
September  15th  letter,  supra 
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You  also  requested  that  the  OCC  not  object  if  the 
Branch  issues  the  subordinated  debentures  using  an 
offering  circular  that  would  be  substantially  equivalent 
to  the  prospectus  contained  in  a  registration  statement 
filed  by  the  Foreign  Bank  with  the  Securities  and  Ex¬ 
change  Commission  (SEC)  rather  than  comply  with 
Part  16  As  I  understand  the  proposed  issuance,  the 
subordinated  debentures  will  be  issued  in  minimum 
denominations  of  $100,000  and  will  be  sold  by  under¬ 
writers  to  investors  in  the  United  States.  The  sub¬ 
ordinated  debentures  will  be  rated  investment  grade 
by  at  least  one  nationally  recognized  rating  agency. 
The  terms  of  the  subordinated  debentures  will  provide 
that  the  holders  thereof  will  be  subordinated  not  only  to 
unsubordinated  unsecured  claims  of  the  Branch,  but 
also  unsubordinated  unsecured  claims  of  all  other 
offices  of  the  Foreign  Bank,  including  the  Foreign 
Bank's  non-U. S.  offices. 

The  offering  of  the  subordinated  debentures  will  not  be 
registered  under  the  Securities  Act  of  1933  (the  Act) 
in  reliance  on  Section  3(a)(2)  of  the  Act  and  the  inter¬ 
pretations  of  the  SEC  relating  to  securities  issued  or 
guaranteed  by  U.S.  branches  and  agencies  of  foreign 
banks. 

On  May  23,  1988,  the  Foreign  Bank  filed  a  registration 
statement  on  Form  F-1  with  the  SEC  (Registration 
Statement)  in  connection  with  a  rights  offering  to  the 
holders  of  its  common  stock  or  “ordinary  shares.”  Once 
filed,  the  Registration  Statement  was  subject  to  review 
by  the  SEC’s  staff,  which  raised  several  comments  on 
the  filing.  The  Foreign  Bank  made  amendments  to  the 
Registration  Statement,  which  was  declared  effective 
on  June  24,  1988  The  rights  offering  proceeded  and 
the  Foreign  Bank's  shares  are  now  listed  on  the  New 
York  Stock  Exchange.  The  Foreign  Bank  is  subject  to 
the  periodic  reporting  requirements  of  the  Securities 
Exchange  Act  of  1934  as  applied  to  foreign  issuers. 
Accordingly,  it  will  be  filing  annual  reports  and  fur¬ 
nishing  periodic  reports  with  the  SEC  as  required  by 
that  statute. 

The  Branch  proposes  that  the  offering  circular  to  be 
used  in  connection  with  the  offering  of  the  Sub¬ 
ordinated  Debentures  would  contain  the  same  dis¬ 
closure  contained  in  the  Registration  Statement  as 
declared  effective  by  the  Commission,  except  that  (i) 
the  descriptions  of  the  Foreign  Bank's  ordinary  shares, 
the  rights,  and  the  offering  would  be  replaced  with  a 
description  of  the  subordinated  debentures  and  the 
underwriting  arrangements  for  this  offering,  (ii)  any 
additional  disclosure  requested  by  the  underwriters  of 
the  subordinated  debentures  issue  would  be  included, 

)  pro-forma  financial  statements,  showing  the  effect 
of  the  transaction  would  be  included,  and  (iv)  the 
description  of  the  terms  of  the  subordinated  de¬ 


bentures  will  include,  among  otherthings,  disclosure  of 
their  non-insured  status  and  a  discussion  of  their  rela¬ 
tive  priority. 

In  your  opinion,  not  requiring  the  filing  of  an  offering 
circular  in  this  case  would  be  consistent  with  the  OCC's 
practice  not  to  require  that  an  offering  circular  be  filed 
for  debt  issued  by  a  national  bank  subsidiary  of  a  bank 
holding  company  when  the  bank  subsidiary  represents 
a  substantial  part  of  the  holding  company's  assets  and 
revenues.  See  Interpretive  Ruling  No.  432,  Fed.  Bank¬ 
ing  L.  Rep.  (CCH)  1!  85,656  (December  28,  1 987).  You 
also  opined  that  since  the  interests  of  investor  pro¬ 
tection  have  already  been  served  by  the  SEC's  reviews 
and  the  Foreign  Bank's  compliance  with  the  SEC's 
disclosure  requirements,  the  imposition  of  an  ad¬ 
ditional  review  process  by  the  OCC  would  present  an 
unnecessary  regulatory  burden  on  the  Foreign  Bank. 
Furthermore,  you  argued  that  subjecting  the  offering 
circular  to  review  and  comment  by  the  OCC  would 
possibly  subject  the  Foreign  Bank  to  inconsistent  dis¬ 
closure  in  the  United  States  to  investors  and  thus  cause 
confusion. 

In  our  September  1 5th  letter,  we  concluded  that  Part  1 6 
applies  to  the  issuance  of  subordinated  debt  of  a 
federal  branch  of  a  foreign  bank.  For  that  reason,  we 
have  concluded  that  we  cannot  take  a  “no  objection" 
position  as  to  the  sale  of  subordinated  debt  securities 
by  the  Foreign  Bank’s  Branch  to  U.S.  investors  without 
compliance  with  Part  16. 

Among  other  things,  the  letter  that  you  cite  supporting 
your  opinion,  Interpretive  Ruling  No.  432,  supra ,  in¬ 
volved  a  bank’s  sale  of  general  unsecured  obligations 
which  were  not  subordinated  to  deposits.  Accordingly, 
the  position  taken  in  Interpretive  Ruling  No.  432  is  not 
applicable  to  the  issuance  of  subordinated  debt.  Fur¬ 
ther,  as  we  previously  have  stated,  although  the  SEC 
reviewed  the  Foreign  Bank’s  circular  offering  ordinary 
shares,  it  has  not  reviewed  the  proposed  circular  offer¬ 
ing  subordinated  debt  which  will  by  its  nature  contain 
different  information.  Because  the  SEC’s  general  con¬ 
clusion  concerning  the  nonapplicability  of  the  Securi¬ 
ties  Act  of  1933  is  premised  squarely  on  the  assump¬ 
tion  that  federal  branches  of  foreign  banks  are  subject 
to  a  broad  scheme  of  federal  bank  supervision,  we 
believe  that  the  application  of  Part  16  disclosure  re¬ 
quirements  is  consistent  with  the  SEC’s  position,  as 
well  as  relevant  provisions  of  the  national  banking  laws, 
and  assists  in  protecting  U.S.  investors  purchasing  the 
securities  of  federal  branches 

Nevertheless,  if  the  Branch  issues  the  subordinated 
debt,  and  thus  files  the  offering  circular  with  this  Divi¬ 
sion,  in  light  of  the  unique  facts  and  circumstances  of 
the  proposed  offering  circular  we  will  not  object  if 
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certain  substantive  information  as  required  by  the 
SEC’s  Form  F-1  and  Form  20-F,  and  reflected  in  the 
Foreign  Bank’s  May  23, 1 988  Registration  Statement,  is 
substituted  for  that  which  is  required  by  Part  16.  Spe¬ 
cially,  the  information  in  1 2  C.F.R.  §  1 6.6  as  to  which  we 
will  accept  substitution  is  information  regarding:  1) 
directors  and  officers,  Item  11;  2)  principal  security 
holders,  Item  12;  and  3)  remuneration  and  other  trans¬ 
actions  with  management,  Item  13.  In  addition,  we  will 
not  object  to  the  use  of  financial  statements  that  are 
within  six  months  of  the  effective  date  of  the  offering 
circular,  as  the  SEC  allows  for  foreign  issuers  in  Regu¬ 
lation  S-X,  provided  that  this  financial  data  is  updated 
promptly  as  supplemental  periodic  financial  informa¬ 
tion  becames  available. 

If  you  have  any  questions,  please  call  me  at  (202) 
447-1954. 

Isabella  W.  Sammons 
Attorney 

Securities  &  Corporate  Practices  Division 

★  ★  ★ 


462 — December  19,  1988 

David  FI.  Miller 
Vice  President  and  Counsel 
Security  Pacific  National  Bank 
P.O.  Box  2097,  Terminal  Annex 
Los  Angeles,  California  90051 

Dear  Mr.  Miller: 

This  is  in  reply  to  your  letter  of  November  22,  1 988.  In  it, 
you  provided  notice,  pursuant  to  our  regulations  at  12 
C.F.R.  §  5.34(d)(1)(i),  of  your  intent  to  perform  certain 
activities  through  a  new  operating  subsidiary  of  Secur¬ 
ity  Pacific  National  Bank  (the  Bank).  I  find  that  the 
proposed  activities  are  legally  permissible  for  national 
banks  and  their  operating  subsidiaries. 

The  Bank  presently  has  a  statutory  subsidiary  organ¬ 
ized  under  the  "Edge  Act,"  §  25(a)  of  the  Federal 
Reserve  Act,  12  U.S.C.  §§  611-631.  This  subsidiary, 
Security  Pacific  Overseas  Corporation  (SPOC),  in  turn, 
has  a  third-tier  subsidiary  called  Security  Pacific  Hoare 
Govett,  Inc.  (SPHG).  (There  are  two  shell  subsidiaries 
between  SPOC  and  SPHG,  but  they  are  not  relevant  to 
the  present  transaction.)  SPHG  will  be  changed  from  a 
statutory  subsidiary,  i.e.,  a  subsidiary  of  the  Bank’s 
Edge  Act  subsidiary,  to  a  wholly-owned  operating  sub¬ 
sidiary  of  the  Bank,  thus  triggering  the  notice  re¬ 
quirement  of  12  C.F.R.  §  5.34. 


SPHG  has  offices  in  Los  Angeles  and  New  York  City  It 
presently  carries  out  its  activities  under  the  authority  of 
the  Federal  Reserve  Board’s  Regulation  K,  12  C  F  R 
Part  21 1 .  According  to  your  letter,  these  activities  con¬ 
sist  of  providing  interest  rate  and  currency  swap  and 
cap  portfolio  management  and  origination  services  for 
the  Bank  SPHG’s  portfolio  management  activities  con¬ 
sist  of  (i)  keeping  an  inventory  of  Bank  swaps  and  caps, 
(ii)  as  agent,  committing  the  Bank  to  swap  and  cap 
transactions,  and  (iii)  hedging  the  risks  relating  to  the 
swap  and  cap  portfolio  according  to  policies  estab¬ 
lished  by  the  Bank.  SPHG  also  studies  and  proposes 
related  products  that  may  be  added  to  the  Bank's  swap 
and  cap  portfolio,  or  that  may  be  useful  as  hedging 
mechanisms. 

SPHG’s  origination  services  consist  of  soliciting  pres¬ 
ent  and  potential  Bank  customers  with  a  view  to  ar¬ 
ranging  swap  or  cap  transactions  between  such  cus¬ 
tomers  and  the  Bank.  SPHG  personnel,  acting  as 
agents  for  the  Bank,  also  advise  present  and  potential 
Bank  customers  on  debt  management  and  hedging 
strategies.  SPHG  is  compensated  on  a  fee  basis  out  of 
income  received  by  the  Bank  from  swap  and  cap 
transactions  arranged  by  SPHG  and  advisory  fees 
received  from  customers.  In  each  swap  or  cap  trans¬ 
action  arranged  by  SPHG,  the  Bank  will  be  one  party  to 
the  transaction  and  the  counterparty  will  be  a  domestic 
or  foreign  bank,  financial  institution,  or  commercial 
customer. 

SPHG  will  continue  to  conduct  the  same  activities  after 
it  becomes  an  operating  subsidiary  of  the  Bank.  These 
activities  are  permissible  for  national  banks  and  their 
operating  subsidiaries  under  12  U.S.C.  §  24(7)  and  12 
C.F.R.  §  5.34(c).  See,  e  g.,  letter  of  J.  Michael  Shep¬ 
herd,  Senior  Deputy  Comptroller,  Corporate  and  Eco¬ 
nomic  Programs,  July  7,  1988  (unpublished)  (interest 
rate  swaps);  Interpretive  Letter  No.  365,  August  11, 
1986,  reprinted  in  [1985-1987  Transfer  Binder]  Fed. 
Banking  L.  Rep.  (CCH)  H  85,535  (investment  advice  to 
customers  concerning  financial  market  instruments). 

With  respect  to  SPHG’s  office  in  New  York,  the  activities 
outlined  above  do  not  consistitute  "core  banking  ac¬ 
tivities.”  See  Clarke  v.  Securities  Industry  Association, 
479  U.S.  388  (1987).  Therefore,  this  office  would  not  be 
an  impermissible  branch  under  the  McFadden  Act,  12 
U.S.C.  §  36. 

I  trust  that  this  has  been  responsive  to  your  notice 
Emory  W  Rushton 

Deputy  Comptroller  for  Multinational  Banking 

★  *  * 
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463 — December  27,  1988 

E  L  Herbert 
Assistant  Counsel 
First  Wisconsin  Corporation 
First  Wisconsin  Center 
777  East  Wisconsin  Avenue 
Milwaukee,  Wisconsin  53202 

Dear  Mr.  Herbert: 

This  is  in  further  response  to  the  proposal  by  First 
Wisconsin  National  Bank  of  Milwaukee  (the  Bank)  to 
acquire  Elan  Investment  Services,  Inc.  (Elan),  as  an 
operating  subsidiary  and  transfer  certain  activities  now 
conducted  by  the  Bank  to  Elan.  In  an  August  12,  1988 
letter,  the  Central  District  notified  the  Bank  that  it  could 
proceed  with  its  proposal  to  acquire  Elan.  However, 
that  letter  also  advised  the  Bank  that  the  proposal  to 
transfer  certain  of  the  Bank's  corporate  finance  ac¬ 
tivities  to  the  subsidiary  would  have  to  be  reviewed 
here  in  the  Washington  Office. 

The  Bank's  Corporate  Finance  Division  currently  helps 
the  Bank's  customers  obtain  financing  through  private 
placement  of  their  debt  and  equity  securities  and 
through  private  placement  of  corporate  debt  ob¬ 
ligations  that  do  not  involve  securities.  These  activities 
will  be  transferred  to  Elan  under  the  Bank's  proposal. 

You  state  that  the  primary  reason  for  this  change  is  the 
Bank’s  concern  that  continuing  to  conduct  the  private 
placement  activities  in  the  Bank  may  require  it  to  be 
registered  and  regulated  as  a  broker  under  the  Wis¬ 
consin  Uniform  Securities  Act.  Since  Elan  is  already  a 
registered  broker-dealer  under  the  Wisconsin  statute, 
these  activities  may  be  carried  out  by  the  subsidiary 
without  the  necessity  of  registering  a  second  corporate 
entity  as  a  broker  and  without  subjecting  the  entire 
Bank  to  regulation  under  the  Wisconsin  securities  laws. 

Discussion 

For  the  reasons  set  out  below,  we  conclude  that  the 
activities  to  be  transferred  to  Elan  are  either  expressly 
authorized  for  national  banks  or  are  incidental  to  bank¬ 
ing  and,  therefore,  can  be  carried  out  by  the  Bank  in  its 
recently  acquired  operating  subsidiary. 

It  has  been  a  long-standing  position  of  the  OCC  that 
national  banks  are  authorized  to  arrange  private 
placement  of  debt  and  equity  securities  as  agent  for 
their  customers  and  that  this  activity  does  not  constitute 
securities  dealing  or  underwriting  in  violation  of  the 
Glass-Steagall  Act  See  Letter  No  32  (December  9, 
1977)  reprinted  in  Fed  Banking  L  Rep  (CCH)  f 
85  107  This  service  is  provided  under  the  bank's  au¬ 


thority  to  buy  and  sell  debt  and  equity  securities  as 
agent  for  its  customers  pursuant  to  12  U.S.C.  §  24(7) 
See  Securities  Industry  Association  v.  Board  of  Gov¬ 
ernors  of  the  Federal  Reserve  System ,  807  F.2d  1052 
(D  C.  Cir.  1986)  cert,  denied  U  S.  ,  97 
L.Ed.2d  734  (1987).  More  recently,  the  OCC  has  con¬ 
firmed  that  private  placement  of  debt  and  equity  securi¬ 
ties  as  agent  is  a  permissible  activity  for  national  banks 
which  can  be  conducted  in  an  operating  subsidiary. 
See  Letter  No.  416  (February  16,  1988)  reprinted  in 
Fed.  Banking  L.  Rep  (CCH)  H  85,640. 

Buying  and  selling  evidences  of  debt  is  expressly 
authorized  for  national  banks  under  12  U.S.C.  §  24(7), 
and  banks  have  traditionally  acted  as  intermediaries  to 
arrange  financing  for  their  customers  by  placing  debt 
obligations  that  are  not  securities  with  other  lenders. 
For  instance,  banks  have  a  long  history  of  selling  par¬ 
ticipations  and  syndications  in  their  own  loans  to  other 
institutions.  Selling  debt  obligations  in  an  agency  ca¬ 
pacity  is  a  form  of  credit  intermediation  that  is  part  of,  or 
incidental  to,  the  express  authority  of  national  banks  to 
buy  and  sell  evidences  of  debt.  Moreover,  the  OCC  has 
concluded  that  a  bank  may  be  viewed  as  acting  in  its 
traditional  role  as  a  finder  when  it  arranges  private 
placement  of  debt  instruments  that  are  not  securities. 
See  Letter  No.  250  (October  6,  1982)  reprinted  in  Fed. 
Banking  L  Rep.  (CCH)  H  85,414.  For  both  of  these 
reasons,  private  placement  of  debt  obligations  that  are 
not  securities  is  a  permissible  activity  for  national 
banks. 

Since  national  banks  may  use  an  operating  subsidiary 
to  conduct  any  activity  which  is  permissible  for  the 
bank,  12  C.F.R.  §  5.34,  we  have  no  objection  to  the 
Bank  transferring  the  activities  discussed  above  to 
Elan.  However,  this  decision  applies  only  with  respect 
to  the  National  Bank  Act.  It  takes  no  position  on  the 
applicability  of  the  Bank  Holding  Company  Act  to  this 
matter.  See,  American  Insurance  Association  v.  Clarke, 
No.  87-5128,  Slip  op  (D.C.  Cir.  Aug.  23,  1988). 

J.  Michael  Shepherd 

Senior  Deputy  Comptroller 

for  Corporate  and  Economic  Programs 

★  ★  ★ 

464 — December  14,  1988 

This  is  in  response  to  your  letter  of  May  1 2,  May  1 8,  May 
19,  August  24,  and  October  3,  1988  addressed  to 
various  people  at  the  Office  of  the  Comptroller  of  the 
Currency  (OCC)  on  behalf  of  ***  (the  Bank).  Your  letters 
concern  a  national  bank's  authority  under  12  U.S.C.  § 
92a(d)  to  pledge  assets  to  secure  deposits  of  trust 
funds  awaiting  investment  or  distribution  placed  in  the 
bank  by  an  affiliated  national  bank  For  the  reasons  set 
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forth  below,  we  conclude  that  a  national  bank  does  not 
have  the  authority  to  pledge  its  assets  to  secure  such 
deposits. 

Background 

The  Bank  is  a  nationally  chartered,  wholly  owned  bank¬ 
ing  subsidiary  of  ***  (the  Holding  Company),  a  Dela¬ 
ware  corporation  and  a  registered  bank  holding  com¬ 
pany.  ***  the  fiduciary  appointments  of  seven  other 
national  bank  subsidiaries  of  the  Holding  Company 
were  transferred  to  the  Bank  *** 

Prior  to  the  transfer  date,  the  fiduciary  department  of 
each  of  the  seven  affiliated  banks  had  deposited  fidu¬ 
ciary  funds  awaiting  investment  or  distribution  with  its 
own  commercial  department.  Those  deposits  were 
secured  by  a  pledge  of  securities  with  a  face  amount 
equal  to  the  amount  by  which  the  fiduciary  deposits 
exceeded  applicable  FDIC  insurance.  Such  a  pledge 
of  bank  assets  is  authorized  and  required  by  1 2  U.S.C. 
§  92a(d)  which  provides  that 

[fjunds  deposited  or  held  in  trust  by  the  bank 
awaiting  investment  shall  be  carried  in  a  separate 
account  and  shall  not  be  used  in  the  back  in  the 
conduct  of  its  business  unless  it  shall  first  set 
aside  in  the  trust  department  United  States  bonds 
or  other  securities  approved  by  the  Comptroller  of 
the  Currency. 

OCC’s  regulation  at  12  C.F.R.  §  9.10(b),  which  imple¬ 
ments  this  provision,  provides  that 

[f]unds  held  in  trust  by  a  national  bank,  including 
managing  agency  accounts,  awaiting  investment 
or  distribution  may,  unless  prohibited  by  the  in¬ 
strument  creating  the  trust  or  by  local  law,  be 
deposited  in  the  commercial  or  savings  or  other 
department  of  the  bank:  Provided,  That  it  shall 
first  set  aside  under  control  of  the  trust  depart¬ 
ment  as  collateral  security  [United  States  bonds 
and  various  other  securities].  .  .  .  [S]uch  security 
shall  not  be  required  to  the  extent  that  the  funds 
so  deposited  are  insured  by  the  [FDIC], 

Since  the  transfer  date,  the  Bank  has  deposited  fiduci¬ 
ary  funds  awaiting  investment  or  distribution  in  the 
commercial  departments  of  the  affiliated  national 
banks.  The  affiliated  banks  have,  in  turn,  pledged 
securities  with  the  Bank,  in  an  amount  equal  to  the 
extent  to  which  the  deposit  exceeds  applicable  federal 
deposit  insurance,  in  the  same  manner  that  each  had 
previously  pledged  such  securities  with  its  own  fiduci¬ 
ary  department.  Such  pledging  of  bank  assets  is  re¬ 
quired  under  1987  Texas  legislation  which  provides 
that 


[a]  subsidiary  trust  company  may  deposit  with  an 
affiliated  bank  fiduciary  funds  that  are  being  held 
pending  investment,  distribution,  or  payment  of 
debts  if  .  .  the  subsidiary  trust  company  main¬ 
tains  under  its  control  as  security  for  the  deposit  a 
separate  fund  of  securities  legal  for  trust  invest¬ 
ments  pledged  by  the  affiliated  bank  (Act  of  May 
28,  1987,  ch.  207,  §  6,  1987  Tex.  Sess.  Law  Serv 
2915  (Vernon),  codified  at  Tex.  Stat  Ann  art 
548h,  §  6  (Vernon  1988  Supp  ).) 

Discussion 

Our  concern  is  not  that  the  Bank  is,  itself,  violating  12 
U.S.C.  §  92a(d);  we  do  not  contend  that  the  Bank  is 
using  fiduciary  funds  awaiting  investment  or  dis¬ 
tribution  in  its  business  without  pledging  assets  to 
secure  the  funds.  Rather,  we  are  concerned  that  the 
pledging  of  bank  assets  by  affiliated  national  banks  to 
secure  the  Bank’s  fiduciary  funds  placed  on  deposit 
with  the  affiliated  banks  does  not  fall  within  the  scope  of 
1 2  U.S.C.  §  92a(d)  or  any  other  pledging  authority  (e  g., 
12  U.S.C.  §  90)  for  national  banks. 

Thus,  the  issue  that  needs  to  be  addressed  is  whether  a 
national  bank  is  authorized  to  pledge  its  assets  to 
secure  a  deposit  by  an  affiliated  national  bank  of  fidu¬ 
ciary  funds  awaiting  investment  or  distribution.  For  the 
reasons  set  forth  below,  we  conclude  that  a  national 
bank  is  not  so  authorized. 

As  you  state  in  your  May  1 2, 1 988  letter,  the  general  rule 
is  that  national  banks  do  not  have  the  authority  to 
pledge  assets  to  secure  private  deposits.  This  rule  was 
articulated  in  the  1 934  Supreme  Court  case  of  Texas  & 
Pacific  Railway  Co.  v.  Pottorff ,  291  U  S.  245  (1934).  In 
Pottorff,  the  Supreme  Court  analyzed  the  issue  by  first 
observing  that  the  power  to  pledge  assets  to  secure 
deposits  is  not  expressly  granted  ("powers  not  con¬ 
ferred  by  Congress  are  denied,”  id.  at  253).  The  Court 
then  held  that  the  power  to  pledge  bank  assets  to 
secure  deposits  was  not  implied  as  a  power  incidental 
to  the  general  grant  of  powers  "necessary  to  carry  on 
the  business  of  banking  .  .  by  receiving  deposits,"  12 
U.S.C.  §  24(7),  because  "action  cannot  be  deemed  a 
necessary  incident  of  a  business  when  only  a  single 
instance  has  been  found  in  which  it  was  taken."  Id  at 
255. 

The  Court  bolstered  its  conclusion  by  noting  that  per¬ 
mitting  a  national  bank  to  secure  its  deposits  "would  be 
inconsistent  with  many  provisions  of  the  National  Bank 
Act  which  are  designed  to  insure,  in  case  of  disaster, 
uniformity  of  treatment  of  depositors  and  a  ratable 
distribution  of  assets,"  and  that  the  pledge  of  assets 
would  reduce  the  bank's  liquidity,  thereby  impairing 
the  safety  and  soundness  of  the  bank  Id  255-56 
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The  Court  added  that  Congress'  amendment  of  what  is 
now  section  90  of  Title  12  to  permit  national  banks  to 
secure  deposits  of  public  money  of  a  state  or  political 
subdivision  thereof  indicated  that  Congress  believed 
that  it  had  not  previously  granted  to  national  banks  the 
power  to  pledge  assets  to  secure  deposits.  Id.  at 
258-59  (The  section  previously  had  been  limited  to 
requiring  national  banks  to  pledge  assets  to  secure 
deposits  of  U  S  bonds  and  of  "public  money,"  see  Act 
of  June  25,  1930,  ch.  604,  46  Stat.  809.) 

Congress  implicitly  acknowledged  and  accepted  the 
Pottorff  principle  when,  in  1950,  it  further  expanded  the 
exceptions  to  the  predecessor  of  12  U.S.C.  §  90.  Con¬ 
gress  enacted  legislation  to  permit  national  banks  to 
pledge  bank  assets  to  secure  deposits  of: 

any  agency  or  governmental  instrumentality  of 
one  or  more  States  or  political  subdivisions 
thereof,  including  any  officer,  employee,  or  agent 
thereof,  in  their  official  capacity  ...  to  the  same 
extent  and  of  the  same  kind  as  is  authorized  by 
the  law  of  the  State  in  which  [the  national  bank]  is 
located  in  the  case  of  other  banking  institutions  in 
the  State.  (Act  of  Aug.  18,  1950,  ch.  754,  64  Stat 
463.) 

Significantly,  the  report  of  the  House  Committee  on 
Banking  and  Currency  accompanying  the  bill  indi¬ 
cated  that  the  legislation  was  enacted  to  permit  na¬ 
tional  banks  to  compete  with  state  institutions  for  such 
deposits  and  that  Congress  believed  that  national 
banks  had,  up  to  that  point,  lacked  such  power  (not¬ 
withstanding  that  state  law  had  required  banks  to 
pledge  bank  assets  to  secure  such  deposits).  See  H  R. 
Rep  No.  2271, 81st  Cong.,  2d  Sess.  1950),  reprinted  In 
1950  U.S.  Code  Cong.  Service  3036,  3036-37. 

More  recently,  the  Tenth  Circuit  Court  of  Appeals  ap¬ 
plied  the  Pottorff  principle  in  Bossier  Bank  &  Trust  v. 
FDIC,  753  F.2d  847,  849  (10th  Cir.  1985).  In  that  case, 
the  court  concluded  that  a  nonprofit  organization  was 
not  a  “governmental  instrumentality”  under  §  90  and, 
therefore,  that  Penn  Square  Bank  of  Oklahoma,  N.A 
was  not  permitted  to  pledge  its  assets  to  secure  depos¬ 
its  of  the  organization  The  Court  applied  the  Pottorff 
principle,  in  a  form  consistent  with  prior  expressions  of 
it,  and  affirmed  the  lower  court  invalidating  the  pledge 
of  bank  assets. 

The  OCC’s  view  on  the  pledging  of  bank  assets  to 
secure  deposits,  as  articulated  in  an  Interpretive  Rul¬ 
ing,  is  also  consistent  with  prior  expressions  of  the 
Pottorff  principle  The  relevant  OCC  Interpretive  Ruling 
provides 


National  banks  lack  the  power  to  pledge  their 
assets  to  secure  private  deposits.  However,  Fed¬ 
eral  statutes  permit  national  banks  to  pledge  as¬ 
sets  as  security  for  public  money  (12  U.S.C  § 
90)[;]  certain  Indian  moneys  (25  U.S.C.  §§  156, 

1 62 1  and  162a);  insolvent  national  bank  funds  (12 
U.S.C.  §  192);  Government  of  Puerto  Rico  funds 
(48  U.S.C.  §  780);2  proceeds  of  sale  of  U.S.  ob¬ 
ligations  (31  U.S.C.  §  77 1 3);  funds  deposited  or 
held  in  trust  awaiting  investment  (1 2  U.S.C.  §  92a) 
and  bankruptcy  funds  deposited  under  the  provi¬ 
sions  of  1 1  U.S.C.  §  101  4  OCC  Interpretive  Ruling 
7.7410,  12  C.F.R.  §  7.7410. 

Thus,  it  is  clear  that  absent  specific  statutory  authority, 
national  banks  do  not  have  the  authority  to  pledge 
assets  to  secure  deposits  by  an  affiliated  bank  of 
fiduciary  funds  awaiting  investment  or  distribution. 

Although,  as  noted  in  the  above-quoted  Ruling,  as  a 
result  of  the  requirements  of  §  92a(d)  national  banks 
are  permitted  to  pledge  their  assets  to  secure  deposits 
of  fiduciary  funds  awaiting  investment  or  distribution, 
this  authorization  is  limited  by  the  language  of  the 
statute  to  deposits  used  in  the  conduct  of  the  fiduciary 
bank's  business.  Nothing  in  the  language  of  that  sec¬ 
tion  authorizes  a  bank  to  pledge  its  assets  to  secure 
deposits  of  fiduciary  funds  awaiting  investment  or  dis¬ 
tribution  placed  in  the  bank  by  another  institution.  While 
such  a  construction  may  not  impair  the  congressional 
policy  with  respect  to  the  treatment  of  fiduciary  funds, 
we  cannot  find  a  basis  in  the  statutory  language  for 
construing  the  phrase  “used  in  the  bank  in  the  conduct 
of  its  business"  to  include  use  in  any  bank  in  the 
conduct  of  that  bank's  business. 

Moreover,  the  authority  granted  to  the  OCC  in  1 2  U.S.C. 
§  92a(j)  to  issue  rules  to  enforce  compliance  with  § 
92a(d)  does  not  justify,  as  you  propose,  the  OCC’s 
adopting  such  an  interpretation  of  that  provision. 
Neither  that  authority  nor  the  general  deference  that  a 
court  may  give  to  an  interpretation  by  the  OCC  of  the 
National  Bank  Act  includes  the  power  to  interpret  un¬ 
ambiguous  terms  when  there  is  no  legal  basis  for  so 
doing.  The  Supreme  Court  recently  struck  down  such 


twenty-five  U.S.C.  §  162  has  been  repealed  Act  of  June  24,  1938. 
ch  648.  §  2,  52  Stat  1037  Also,  note  that  12  U  S  C  §  90  expressly 
authorizes  national  banks  to  pledge  bank  assets  to  secure  deposits 
of  certain  Indian  moneys 

2This  section  has  been  repealed  Act  of  July  3.  1950,  ch  446.  §  5(2), 
64  Stat  320 

thirty-one  U  SC  §771  was  recodified  at  31  USC  §3122  Pub  L 
97-258,  96  Stat  945  (1982) 

4 See  1 1  U  S  C  §  345 


an  attempt  by  the  Board  of  Governors  of  the  Federal 
Reserve  System  in  its  interpretation  of  the  term  "bank” 
for  purposes  of  the  Bank  Holding  Company  Act.  Board 
of  Governors  of  the  Federal  Reserve  System  v.  Dimen¬ 
sion  Financial  Corporation,  474  U  S.  361  (1986).  The 
Dimension  Court  stated: 

[A]  statute  may  be  imperfect,  but  [an  agency] 
has  no  power  to  correct  flaws  that  it  perceives  in 
the  statute  it  is  empowered  to  administer.  Its 
rulemaking  power  is  limited  to  adopting  regu¬ 
lations  to  carry  into  effect  the  will  of  Congress  as 
expressed  in  the  statute. 

We  must,  therefore,  conclude  that  a  national  bank  does 
not  have  the  authority  under  12  U.S.C.  §  92a(d)  to 
pledge  its  assets  to  secure  deposits  of  funds  awaiting 
investment  or  distribution  except  where  those  funds 
originate  from  the  bank's  own  fiduciary  activities. 

We  see  nothing  in  the  affiliate  relationship  to  justify  a 
different  result.  Indeed,  in  other  situations,  the  National 
Bank  Act  treats  affiliates  as  wholly  separate  and  dis¬ 
tinct  entities,  see,  e.g.,  12  U.S.C.  §  371c,  and  we  can 
find  no  basis  in  the  statutory  language  to  construe  the 
standing  of  affiliates  in  any  other  way  in  this  instance. 
Nor  do  we  find  any  basis  for  concluding,  as  you  urge, 
that  the  Bank  is  the  “trust  department”  of  the  affiliated 
bank  for  purposes  of  the  statute.  The  depository  bank 
has  fully  transferred  its  fiduciary  responsibilities  under 
Texas  state  law.  See  Tex.  Stat.  Ann.  art.  548h,  §  2(g) 
(Vernon).  We  do  not  believe  that  the  cases  cited  in  your 
October  3,  1988  letter  support  a  different  conclusion. 

Finally,  the  fact  that  Texas  state  law  requires  affiliated 
banks  accepting  such  deposits,  under  these  cir¬ 
cumstances,  to  secure  those  deposits  with  bank  as¬ 
sets,  see  Tex.  Stat.  Ann.  art.  548h,  §  6  (Vernon),  does 
not  compel  us  to  conclude  that  an  affiliated  national 
bank  has  the  power  to  so  pledge  bank  assets,  just  as 
the  state  law  requirements  that  banks  pledge  bank 
assets  to  secure  certain  public  monies  did  not  compel 
Congress,  in  1 950,  to  conclude  that  national  banks  had 
the  power  to  do  so.  See  H.R  Rep.  No.  2271,  81st 
Cong.,  2d  Sess.  (1950). 

We  agree  with  the  Bank  that  Congress  has  expressly 
recognized  that  fiduciary  funds  awaiting  investment  or 
distribution  may  be  treated  more  preferentially  than 
other  deposits.  However,  despite  the  persuasive  ar¬ 
guments  you  make  on  policy  grounds,  given  the  limited 
statutory  exceptions  and  well-settled  case  law,  we 
simply  can  find  no  basis  upon  which  to  conclude  that 
an  affiliated  national  bank  may  pledge  bank  assets  to 
secure  the  deposit,  by  an  affiliate,  of  fiduciary  funds 
awaiting  investment  or  distribution. 


For  these  reasons,  we  conclude  that  the  affiliated  na¬ 
tional  banks  in  this  case  lack  the  authority  to  pledge 
their  assets  to  secure  deposits  by  the  Bank  of  fiduciary 
funds  awaiting  investment  or  distribution  The  Bank 
therefore  should  initiate  steps  to  withdraw  such  depos¬ 
its  (to  the  extent  that  they  exceed  FDIC  coverage)  and 
redeposit  them  into  fully  protected  accounts  pending 
investment  or  distribution. 

Paul  Allan  Schott 
Chief  Counsel 

*  *  * 


465 — December  21,  1988 

This  is  in  response  to  your  letter  of  November  22,  1 988, 
written  on  behalf  of  ***  (the  Bank).  You  have  requested 
that  the  OCC  reconsider  its  instruction  requiring  the 
Bank  to  immediately  surrender  the  key-man  insurance 
policies  it  has  continued  to  maintain  on  the  life  of  ***,  a 
former  vice  president  of  the  Bank.  You  have  enclosed 
two  letters  issued  by  the  OCC  to  support  your  argument 
that  the  Bank  may  legally  retain  the  insurance  policy 
until  it  has  recovered  an  amount  equal  to  premiums 
paid  plus  accrued  interest.  In  my  opinion,  the  letters 
address  factual  scenarios  different  from  that  in  ques¬ 
tion.  For  the  reasons  discussed  below,  I  do  not  believe 
that  reversal  of  our  original  position  is  warranted. 

Facts 

In  a  recent  Report  of  Supervisory  Activity,  OCC  exami¬ 
ners  cited  the  Bank  for  violating  a  ruling  which  states 
that 

[a]  national  bank  may  purchase  insurance  for  the 
benefit  of  the  bank  on  the  life  of  an  officer  whose 
death  would  be  of  such  consequence  to  the  bank 
as  to  give  it  an  insurable  interest  in  his  life  (See 
Interpretive  Ruling  7.7115,  12  C.F.R.  §  7.7115.) 

OCC  examiners  found  that  the  Bank  had  not  yet  sur¬ 
rendered  two  key-man  insurance  policies  that  had 
been  purchased  on  the  life  of  ***,  although  his  em¬ 
ployment  had  been  terminated  in  January  of  1987  The 
first  policy,  purchased  in  1986  for  $53,000.  pays  a 
death  benefit  of  $1.5  million.  The  second  policy,  pur¬ 
chased  in  1 985  for  $25,000.  pays  a  death  benefit  of  $  5 
million. 

When  questioned  on  this  point,  Bank  management 
indicated  that  the  policies  were  being  held  for  invest¬ 
ment  purposes.  OCC  examiners  reasoned  that  the 
Bank  no  longer  had  an  insurable  interest  in  ***'s  life  and 
therefore  should  be  required  to  surrender  the  policies. 
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regardless  of  their  value  as  an  investment.  The  re¬ 
quirement  that  this  violation  be  corrected  was  incor¬ 
porated  by  reference  into  Article  V  of  the  Cease  and 
Desist  Order  signed  by  the  Bank's  Board  of  Directors 
on  November  9,  1988 

Bank  Counsel  s  Opinion 

You  have  explained  that  the  Bank  purchased  “single 
premium1'  insurance  on  the  life  of  ***  while  he  was 
employed  at  the  Bank.  Continued  funding  of  the 
policies  is  therefore  “not  an  issue."  You  have  em¬ 
phasized  that  the  Bank  would  lose  fourteen  to  fifteen 
thousand  dollars  should  it  be  required  to  surrender  the 
policies  today.  On  the  other  hand,  if  the  Bank  were 
permitted  to  retain  the  first  policy  until  1993,  and  the 
second  policy  until  1996,  it  would  fully  recoup  the 
original  cost  of  the  single  premiums  it  paid  plus  interest 
accrued  You  have  asserted  that  two  letters  recently 
issued  by  the  OCC's  Legal  Advisory  Services  Division 
support  a  conclusion  that  the  Bank  may  legally  retain 
the  insurance  policies  on  ***'s  life  until  it  has  recovered 
its  premium  investment. 

Discussion 

In  my  opinion,  the  two  letters  you  have  enclosed  sup¬ 
port  a  contrary  finding  and  require  the  Bank  to  immedi¬ 
ately  surrender  the  insurance  policies  at  issue.  The  first 
opinion,  written  in  response  to  an  inquiry  regarding  the 
authority  of  national  banks  to  purchase  single  premium 
insurance,  contains  the  general  principles  which  the 
OCC  applies  when  determining  whether  a  national 
bank  may  lawfully  engage  in  insurance  activities.  The 
letter  confirms  established  OCC  policy  governing  the 
purchase  of  insurance  on  the  lives  of  bank  officers 
noting  that 

[A]  national  bank  may  carry  an  insurance  policy 
on  the  life  of  a  director  only  so  long  as  the  bank 
continues  to  have  a  corresponding  interest  in  the 
director's  life  That  is,  when  a  director  retires  or 
resigns  so  that  the  director  is  no  longer  a  key 
person  and  the  bank  is  no  longer  obligated  to  pay 
a  death  benefit  upon  the  director's  death,  the 
bank  may  no  longer  carry  insurance  to  protect 
those  interests.  (See  OCC  Interpretive  Letter  No. 

401 ,  reprinted  in  Fed.  Banking  Law  Rep.  (CCH)  1i 
85,625  (November  13,  1987). 

"he  letter  also  implies  that  insurance  purchased  as  an 
investment,  for  example,  “in  an  amount  which  does  not 
correspond  to  the  bank's  interest"  or  which  is  “not  an 


appropriate  part  of  a  reasonable  compensation  pack¬ 
age”  pursuant  to  Interpretive  Ruling  7.5220,  12C.F.R  § 
7.5220,  would  be  deemed  "excessive"  and  "is  not 
incidental  to  banking.”  OCC  Interpretive  Letter  No  401 , 
supra.  In  sum,  the  letter  states  that  insurance  should 
not  be  regarded  as  an  investment  vehicle,  rather,  it  is 
an  expense  merely  permitted  to  enable  a  bank  to 
protect  itself.  Where  the  insurance  policy  no  longer 
protects  the  bank's  interests,  it  must  be  surrendered 

Note  that  the  letter  also  concludes  that  the  OCC  does 
“not  consider  the  payment  of  a  life  insurance  premium 
to  create  an  additional  interest  to  the  extent  of  the 
premium  paid."  For  example,  in  the  situation  at  issue, 
the  Bank  cannot  claim  that  it  still  maintains  an  insurable 
interest  in  the  life  of  ***  because  a  single  premium 
insurance  policy  was  purchased. 

The  second  letter  sets  forth  the  OCC’s  opinion  on  “split 
dollar"  life  insurance.  It  states  that  banks  may  purchase 
life  insurance  on  an  officer  or  director,  transfer  the 
benefit  portion  of  the  policy  to  the  officer  upon  his  or  her 
retirement  or  resignation,  and  retain  ownership  of  the 
remaining  portion  of  the  policy  to  permit  the  Bank  to 
recover  its  premium  investment  plus  accrued  interest 
upon  the  death  of  the  insured.  See  OCC  Interpretive 
Letter  No.  429,  reprinted  in  Fed.  Banking  Law  Rep. 
(CCH)  H  85,653  (May  19,  1988). 

The  application  of  this  reasoning  must  be  limited  to  a 
situation  where  the  bank's  retention  of  the  policy  is  part 
of  a  reasonable  compensation  package  for  officers 
and  directors  authorized  by  Interpretive  Ruling  7.5220, 
12  C.F.R.  §  7.5220.  It  is  often  difficult  for  individuals  to 
purchase  comparable  insurance  following  retirement 
or  resignation.  Letter  No.  429  recognizes  that  per¬ 
mitting  an  officer  or  director  to  take  over  an  insurance 
policy  is  a  valuable  fringe  benefit  which  banks  should 
be  permitted  to  offer.  In  contrast  to  the  factual  scenario 
in  Letter  No.  429,  where  the  bank  would  have  had  to 
withdraw  a  benefit  it  promised  to  provide  to  its  officers 
and  directors  as  part  of  a  compensation  package,  the 
Bank,  here,  is  the  sole  beneficiary  of  the  policy.  It  has 
no  commitment  to  make  insurance  available  to  ***. 
Rather,  in  the  words  of  Bank  management,  it  has  held 
the  policies  as  an  investment,  a  practice  which  is  not 
incidental  to  banking.  Therefore,  it  must  immediately 
surrender  these  policies  in  accordance  with  the  Order 
to  Cease  and  Desist  mentioned  above. 

I  trust  this  is  responsive  to  your  inquiry 

Deborah  Katz 
Attorney 

it  Hr  It 
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466 — January  23,  1989 

This  is  in  response  to  your  letter  of  November  1 7,  1988 
seeking  the  OCC’s  confirmation  of  your  understanding 
that  certain  intangible  assets  qualify  as  "capital  and 
surplus”  for  statutory  purposes.  Specifically,  you  have 
asked  whether  intangible  assets  (other  than  mortgage 
servicing  rights)  purchased  prior  to  April  15,  1985  are 
considered  capital  and  surplus  when  determining  a 
national  bank's  lending  limit  under  12  U.S.C.  §  84. 
Based  on  the  following  analysis,  it  is  my  opinion  that 
so-called  "Grandfathered  Intangibles”  qualify  as  capi¬ 
tal  and  surplus,  but  only  up  to  the  25  percent  limit 
allowed  under  12  C.F.R.  §  3.3(b). 

The  OCC  essentially  has  two  definitions  of  capital  — 
one  for  capital  adequacy  purposes  ( See  12  C.F.R.  § 
3.2)  and  another  for  purposes  of  interpreting  the  statu¬ 
tory  terms  “capital”  and  “surplus”1  ( See  12  C.F.R.  §§ 
3.100(a)  and  (c)).  For  capital  adequacy  purposes,  12 
C.F.R  §  3.3(b)  makes  it  clear  that  Grandfathered  In¬ 
tangibles  are  included  in  primary  capital.  That  section 
provides  as  follows: 

Intangible  assets  (other  than  mortgage  servicing 
rights)  purchased  prior  to  the  effective  date  of  this 
regulation  [April  15,  1985]  and  accounted  for  in 
accordance  with  the  instructions  of  the  Office, 
may  continue  to  be  included  in  primary  capital  up 
to  25  percent  of  the  sum  of  [1 2  C.F.R.]  §  3.2(c)(1). 

For  statutory  purposes,  it  is  ambiguous  as  to  whether 
Grandfathered  Intangibles  are  considered  part  of 
"capital  and  surplus.”  This  ambiguity  arises  from  the 
fact  that  the  OCC’s  Interpretive  Ruling  3.100,  12  C.F.R. 
§  3.100,  specifically  includes  purchased  mortgage 
servicing  rights  as  an  element  of  "surplus,”  but,  unlike 
the  definition  of  primary  capital,  does  not  expressly 
address  Grandfathered  Intangibles.  12  C.F.R.  § 
3.100(c).  Notwithstanding  this  apparent  inconsistency 
in  the  two  definitions  of  capital,  the  preamble  that 
accompanied  the  final  promulgation  of  1 2  C.F.R.  Part  3 
clearly  shows  that  the  OCC  intended  to  have  a  common 
definition  of  capital  for  both  statutory  and  capital  ad¬ 
equacy  purposes.  In  relevant  part,  that  preamble  pro¬ 
vided  as  follows: 

The  proposed  rule  specifically  requested 
comment  on  ten  numbered  issues.  .  .  . 


'The  statutory  terms  used  in  12  U.S.C.  §  84(a)  are  actually  “unim 
paired  capital"  and  "unimpaired  surplus",  however,  at  12  C.F  R  § 
32  2(c)  the  OCC  has  provided  that  these  terms  have  the  same 
meaning  as  “capital  and  surplus."  Thus,  for  purposes  of  this  letter,  I 
will  use  the  terms  "capital"  and  "surplus,"  notwithstanding  the  fact 
that  the  technically-correct  statutory  term  may  be  "unimpaired  capi¬ 
tal"  or  "unimpaired  surplus." 


(1)  Whether  the  definitions  of  capital  and  its 
components  should  be  the  same  for  the  purposes 

of  determining  capital  adequacy  and  for  statutory 
purposes,  such  as  the  lending  limits  in  12  U.S.C.  § 

84.  .  .  . 

The  Office  adopted  one  definition  for  both  pur¬ 
poses  in  former  Interpretive  Ruling  7.1100  and 
believes  that  the  definitions  in  this  regulation  and 
its  accompanying  interpretive  ruling  [12  C.F.R.  § 
3.100]  also  should  govern  the  determination  of 
capital  for  both  supervisory  and  statutory  pur¬ 
poses  since  a  common  definition  avoids  com¬ 
plexity  and  confusion.  (Emphasis  in  original.)  50 
Fed.  Reg.  10207,  10211  (March  15,  1985). 2 

Thus,  it  should  be  apparent  that  the  OCC  intended  to 
have  a  definition  of  capital  that  is  uniform  for  both 
statutory  limits  and  adequacy  determinations.  Since 
Grandfathered  Intangibles  are  specifically  addressed 
in  the  capital  adequacy  portion  of  12  C.F.R  Part  3  {i.e., 
§  3.3),  it  is  my  opinion  that  identical  treatment  should  be 
afforded  such  assets  for  the  statutory  purposes  served 
by  Interpretive  Ruling  3.100. 

According  to  the  provisions  of  12  C.F.R  §  3.3(b), 
Grandfathered  Intangibles  are  included  in  primary 
capital  up  to  25  percent  of  the  sum  of  §  3.2(c)(1),  which 
includes  all  of  the  elements  of  primary  capital  except 
purchased  mortgage  servicing  rights  (§  3.2(c)(2))  and 
mandatory  convertible  debt  (§  3.2(c)(3)).  In  your  letter 
you  state  that,  for  capital  adequacy  purposes,  Grand¬ 
fathered  Intangibles  in  excess  of  the  25  percent  limit 
should  qualify  as  secondary  capital  and,  for  statutory 
purposes,  all  Grandfathered  Intangibles  should  be 
included  as  “capital  and  surplus."  As  support  for  this 
statement,  you  cite  12  C.F.R.  §  3.3(a),  which  provides, 
“Those  instruments  approved  by  the  Office  as  primary 
or  secondary  capital  and  issued  prior  to  the  effective 
date  of  this  regulation  will  continue  to  be  included  in  a 
bank’s  primary  or  secondary  capital  to  the  extent  pre¬ 
viously  authorized,  during  the  original  term  of  the  ir> 
strument.”  (Emphasis  supplied.) 


furthermore,  in  response  to  a  question  about  placing  a  limit  on  the 
amount  of  qualifying  secondary  capital,  the  OCC  stated  its  belief  that 
“a  single  definition  of  capital  for  adequacy  and  statutory  purposes  is 
desirable  to  eliminate  confusion  "  Id  at  10213.  See  also,  Banking 
Circular  164  (Rev  )  at  3,  July  1,  1985,  which,  while  setting  forth  the 
OCC’s  policy  on  accounting  for  intangible  assets  states 

Regulation  12  C  F  R  Part  3  sets  forth  the  treatment  of  in¬ 
tangible  assets  for  capital  purposes  In  general,  this  regu¬ 
lation  limits  the  amount  of  intangible  assets  which  may  be 
included  for  minimum  capital  ratios  and  other  statutory  pur¬ 
poses  to  the  cost  of  purchased  mortgage  servicing  rights  plus 
amounts  previously  included  in  primary  capital  under  the 
policies  m  effect  prior  to  April  15  1985  Therefore  most 
intangible  assets  acquired  after  this  date  are  excluded  in  the 
determination  of  the  minimum  capital  ratios,  lending  limits 
and  other  statutory  limitations. 
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I  cannot  agree  with  your  statement  that  §  3.3(a)  is  “clear 
support  ’  for  the  inclusion  of  all  Grandfathered  In¬ 
tangibles  in  capital  and  surplus  When  that  section  is 
read  in  the  context  in  which  it  was  promulgated  (See  50 
Fed  Reg  10207,  10212-13  (March  14,  1985)),  and  in 
conjunction  with  §  3  3(b),  it  is  clear  that  §  3.3(a)  was 
designed  to  grandfather  previously-approved  equity 
commitment  notes  (and  other  capital  instruments),  to 
the  same  extent  those  instruments  qualified  as  capital 
prior  to  the  promulgation  of  Part  3.  Furthermore,  by 
using  the  words  "instruments"  and  "issued,"  the  plain 
language  of  §  3.3(a)  makes  it  clear  that  intangible 
assets  are  not  to  be  included  in  that  section.  Generally 
speaking,  intangible  assets  represent  the  excess  of  the 
purchase  price  over  the  fair  market  value  of  tangible 
assets  acquired  in  purchases  accounted  for  under  the 
purchase  method  of  accounting  and,  therefore,  are 
neither  "instruments”  nor  “issued.” 

It  is  my  opinion  that,  for  purposes  of  §  3.100,  Grand¬ 
fathered  Intangibles  qualify  as  “surplus”  up  to  25  per¬ 
cent  of  the  sum  of  §§  3. 1 00(a)  and  (c)(1).  This  will  make 
the  definition  of  capital  uniform  for  both  adequacy  and 
statutory  purposes.  However,  you  should  be  aware 
that,  in  the  near  future,  the  OCC  will  be  promulgating  its 
final  risk-based  capital  guidelines.  When  these  guide¬ 
lines  become  effective  (December  31,  1990),  it  is  an¬ 
ticipated  that  the  treatment  of  Grandfathered  In¬ 
tangibles  for  adequacy  purposes  will  be  different  from 
the  present  treatment  of  such  assets.  The  guidelines 
will  not  affect  the  definitions  of  capital  and  surplus 
contained  in  §  3.100.  Thus,  Grandfathered  Intangibles 
will  qualify  as  capital  for  statutory  purposes,  until  their 
value  has  been  reduced  to  zero  through  required 
amortization. 

I  trust  this  has  been  responsive  to  your  inquiry.  If  you 
have  further  questions  about  this  matter,  please  con¬ 
tact  Sanford  Brown  of  this  Division  at  (202)447-1880. 

Peter  Liebesman 

Assistant  Director 

Legal  Advisory  Services  Division 

★  *  * 


467 — January  24,  1989 

Mr  Michael  C.  Billings 
President 

Riverside  National  Bank 
P  O  Box  1279 
Riverside,  CA  92502 

Dear  Mr  Billings 

This  is  in  response  to  your  June  17,  1988  notification 
tr  at  Riverside  National  Bank  (Bank)  intends  to  estab¬ 


lish  an  operating  subsidiary  that  will  offer  real  estate 
appraisal  services  for  the  Bank  The  Bank  wishes  to 
engage  in  this  activity  in  order  to  ensure  that  it  has  a 
dependable  source  for  appraisal  reports  which  meet  or 
exceed  the  minimum  standards  set  forth  by  the  bank 
regulatory  agencies.  The  Bank  also  intends  to  offer 
appraisal  services  to  other  financial  institutions. 

The  Office  previously  has  taken  the  position  that  a 
national  bank  may  operate  real  estate  appraisal  ser¬ 
vices  in  connection  with  real  estate  loans  made  by  the 
bank’s  commercial  department  or  with  its  trust  depart¬ 
ment's  fiduciary  activities,  as  such  activity  is  incidental 
to  carrying  on  the  business  of  banking  under  12  U.S.C. 
§  24(7).  OCC  Interpretive  Letter  No.  238  (February  9, 
1982)  reprinted  in  Fed.  Banking  L.  Rep.  (CCH)  f 
85,402.  OCC  Interpretive  Letter  No.  238  also  opines 
that  the  operation  of  a  general  appraisal  practice  for  the 
purpose  of  accepting  outside  appraisal  requests  is 
beyond  the  scope  of  a  national  bank’s  incidental 
powers. 

That  position  was  based  on  a  clause  then  contained  in 
1 2  U  S  C.  §  92  which  restricted  a  national  bank’s  ability 
to  act  as  broker  or  agent  in  making  or  procuring  real 
estate  loans  to  those  instances  in  which  the  real  estate 
is  located  within  100  miles  of  the  bank.  After  Interpre¬ 
tive  Letter  No.  238  was  released,  Congress  deleted 
that  clause  from  12  U.S.C.  §  92.  Garn-St  Germain 
Depository  Institutions  Act  of  1982,  Pub  L.  No  97-320, 
§  402,  96  Stat.  1511  Thus,  the  Office  has  decided  to 
reevaluate  whether  national  banks  may  offer  real  estate 
appraisal  services  to  others.  In  my  opinion,  national 
banks  may  offer  such  services  to  other  financial  insti¬ 
tutions  as  an  incident  to  their  power  to  engage  in  the 
business  of  banking. 

Twelve  U.S.C.  §  24(7)  authorizes  national  banks  “to 
exercise  ...  all  such  incidental  powers  as  shall  be 
necessary  to  carry  on  the  business  of  banking.”  One 
factor  in  determining  whether  a  proposed  activity  is 
incidental  to  the  business  of  banking  is  whether  it  is  an 
activity  similar  to  those  traditionally  engaged  in  by 
banks.  Colorado  National  Bank  v.  Bedford ,  310  U  S.  41 
(1940);  OCC  Interpretive  Letter  No  1 37  (December  27, 
1979)  reprinted  in  Fed.  Banking  L.  Rep.  (CCH)  U 
85,21 8.  Banks  have  in  the  past  performed  a  wide  range 
of  services  to  other  financial  institutions  under  the  rub¬ 
ric  of  the  correspondent  relationship.  The  Supreme 
Court  has  characterized  the  correspondent  relation¬ 
ship  by  stating: 

In  neither  law  nor  banking  custom  has  there  de¬ 
veloped  a  clear,  fixed  definition  of  the  correspon¬ 
dent  relationship  Among  the  services  typically 
provided  within  a  conventional  correspondent 
arrangement  are  check  clearing,  help  with  bill 
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collections,  participation  in  large  loans,  legal  ad¬ 
vice,  help  in  building  securities  portfolios,  coun¬ 
seling  as  to  personnel  policies,  staff  training,  help 
in  site  selection,  auditing,  and  the  provision  of 
electronic  data  processing.  (United States  v.  Citi¬ 
zens  &  Southern  National  Bank ,  422  U.S.  86, 
114-15  (1975).) 

The  correspondent  services  which  national  banks  may 
offer  to  other  financial  institutions  must  be  services  that 
reflect  and  incorporate  elements  of  the  banking  busi¬ 
ness.  SeeOCC  Interpretive  Letter  No.  137  (December 
27,  1979)  reprinted  in  Fed.  Banking  L.  Rep  (CCH)  H 
85,218.  The  offering  of  real  estate  appraisal  services  to 
other  financial  institutions  falls  within  the  scope  of  a 
national  bank's  incidental  power  as  so  defined.  The 
performance  of  real  estate  appraisals  for  a  bank’s  own 
loans  is  an  activity  traditionally  engaged  in  by  banks. 
Such  appraisals  are  obviously  a  necessary  element  of 
real  estate  lending.  Moreover,  the  Board  of  Governors 
of  the  Federal  Reserve  System  has  held  that  such 
activity  is  closely  related  to  banking  for  purposes  of  the 
Bank  Holding  Company  Act.  12C.F.R.  §  225.25(a)(13). 
As  the  Board  stated: 

[T]he  record  reflects  that  banks  have  performed 
appraisals  of  real  estate  either  in  connection  with 
extensions  of  credit  involving  real  estate  lending 
or  as  a  discrete  activity.  In  addition,  it  appears 
that  the  activity  of  appraising  real  estate  calls 
upon  the  necessary  skills  and  resources  often 
possessed  by  banking  organizations.  ( First  Chi¬ 
cago  Corp.,  66  Fed.  Res.  Bull.  984,  985  (1980).) 

This,  a  national  bank  may  perform  real  estate  apprais¬ 
als  for  loans  it  originates  as  well  as  for  other  financial 
institutions  pursuant  to  12  U.S.C.  §  24(7).  Accordingly, 
we  believe  the  proposed  activities  are  lawful,  and  the 
Bank  may  proceed  with  its  proposal  under  12  C.F.R.  § 
5.34. 

J.  Michael  Shepherd 

Senior  Deputy  Comptroller 

for  Corporate  and  Economic  Programs 

★  ★  * 


468 — January  17,  1989 

This  letter  is  in  response  to  your  June  23,  1988,  letter 
regarding  the  participation  of  ***’s  wholly  owned  oper¬ 
ating  subsidiary,  ***,  in  the  American  Loan  Guarantee 
Association’s  provision  of  credit  enhancement  on  debt 
obligations  issued  to  purchase  the  assets  of  certain 
federal  agencies.  You  seek  the  concurrence  of  the 
Office  of  the  Comptroller  of  the  Currency  (OCC)  that 


such  an  activity  is  within  the  scope  of  the  OCC’s  May  2. 
1985,  letter,  which  authorized  the  issuance  by  *** 
through  ***,  of  standby  credits  in  the  form  of  municipal 
bond  insurance.  SeeOCC  Interpretive  Letter  No  338, 
[1985-87  Transfer  Binder]  Fed.  Banking  L  Rep  (CCH) 

%  85,508  (May  2,  1985).  The  OCC  concurs  that  pro¬ 
viding  credit  enhancement  on  debt  obligations  issued 
to  purchase  the  assets  of  certain  federal  agencies  is 
within  the  scope  of  the  May  2,  1985,  letter. 

The  American  Loan  Guarantee  Association  (ALGA)  is 
an  unincorporated  association  of  six  financial  guaranty 
insurers,  the  purpose  of  which  is  to  provide  insurance 
on  debt  obligations  issued  to  purchase  all  or  portions  of 
loan  or  asset  portfolios  from  certain  U.S.  government 
agencies.  A  policy  issued  by  ALGA  to  insure  such  debt 
obligations  is  a  several  obligation  for  a  specified  per¬ 
centage  of  each  member  company  which  opts  to  par¬ 
ticipate  in  that  policy. 

The  May  2,  1985,  letter  permitted  ***  to  issue  standby 
credits  in  the  form  of  municipal  bond  insurance  be¬ 
cause  the  transaction  is  functionally  equivalent  to  a 
standby  letter  of  credit,  which  is  a  traditional  banking 
practice  permissible  under  12  U.S.C.  §  24(7).  The 
instant  transaction  also  is  functionally  equivalent  to  a 
standby  letter  of  credit,  and  therefore  is  within  the 
scope  of  the  previous  authorization.  As  in  municipal 
bond  insurance,  the  ALGA  policy  is  for  a  definite  term, 
is  limited  in  amount,  obligates  participants  to  pay  upon 
presentation  of  a  document,  and  results  in  an  un¬ 
qualified  obligation  of  the  issuer  to  reimburse  ALGA  by 
means  of  subrogation  Further,  the  credit  analysis  con¬ 
ducted  by  ALGA  is  similar  to  the  analysis  performed 
when  a  bank  issues  a  standby  credit  with  respect  to  a 
pool  of  receivables  or  assets. 

Your  letter  indicates  that  ***  may  wish  to  issue  insur¬ 
ance  policies  involving  additional  federal  government 
agency  debt.  In  my  opinion,  although  the  May  2,  1985 
approval  letter  for  ***  focused  on  municipal  bond  in¬ 
surance,  it  reasonably  can  be  construed  to  cover  simi¬ 
lar  forms  of  credit-related  insurance  on  federal,  state 
and  local  government  debt  However,  the  issuance  of 
insurance  policies  on  other  types  of  debt — for  exam¬ 
ple,  obligations  of  privately-owned  corporations— 
would  constitute  a  “new  activity”  within  the  meaning  of 
the  operating  subsidiary  regulation,  12  C.F.R.  §  5  34 
Accordingly,  if  ***  wishes  at  some  future  time  to  insure 
non-governmental  debt,  ***  must  submit  a  new  notice 
covering  the  proposed  expansion  of  activity. 

J  Michael  Shepherd 

Senior  Deputy  Comptroller 

Corporate  and  Economic  Programs 

★  ★  ★ 
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469 — January  30,  1989 

"his  is  in  response  to  your  November  17,  1988  letter 
requesting  an  opinion  on  whether  a  national  bank  may 
engage  an  outside  investment  manager  to  administer 
the  national  bank's  investment  portfolio.  A  national 
bank  may  delegate  investment  discretion  to  individuals 
who  are  not  employed  by  the  bank  or  a  bank  affiliate 
provided  the  bank  directors  retain  responsibility  for 
supervising  the  delegated  authorities  to  the  same  ex¬ 
tent  the  directors  supervise  such  delegation  of  author¬ 
ity  to  bank  employees. 

As  you  note  in  your  letter,  the  Office  of  the  Comptroller 
of  the  Currency’s  (OCC)  Director’s  Book  sets  out  the 
general  rule  that  while  a  bank's  board  of  directors  “may 
seek  the  advice  from  technically  competent  managers 
or  external  sources  such  as  correspondent  banks, 
brokerage  houses,  or  consulting  services,  it  may  not 
delegate  its  responsibility  for  supervising  the  [bank’s] 
investment  portfolio."  Id.  at  32.  This  concept  is  ex¬ 
plained  further  in  OCC’s  Investment  Securities  Division 
Information  Notice  Number  23,  (ISD  Notice  23)  dated 
June  2,  1988,  attached.  ISD  Notice  23  includes  three 
interpretive  letters  establishing  the  parameters  of  such 
a  delegation.  Please  refer  to  that  document  for  a  com¬ 
plete  explanation. 

I  trust  that  this  is  responsive  to  your  inquiry. 

William  B.  Glidden 

Assistant  Director 

Legal  Advisory  Services  Division 


Attachments 

Investment  Securities  Division  Information  Notice 

Number  23 

To  Investment  Securities  Program  Participants 

From  Malcolm  P.  Northam,  Deputy  Director,  Invest¬ 
ment  Securities  Division 

Date  June  2,  1988 

Subject  Delegation  of  Investment  Discretion  by  Na¬ 
tional  Banks 

Scope 

The  following  narrative  and  the  attached  letters  ad¬ 
dress  national  bank  delegation  of  investment  dis¬ 
cretion  to  individuals  who  are  not  employed  by  the 
bank  or  a  bank  affiliate 


The  Investment  Securities  Division  (ISD)  is  continuing 
to  work  on  the  reporting  and  recording  issues  which 
pertain  to  national  bank  delegation  of  investment  port¬ 
folio  operational  duties  and  management  respon¬ 
sibilities  to  individuals  who  are  affiliated  with  the  bank 
—  most  commonly  to  a  lead  bank  or  holding  company 
affiliate.  The  general  safety  and  soundness  issues  in 
the  attached  letters  will  apply  when  securities  portfolio 
responsibilities  are  delegated  to  non-affiliated  persons 
or  companies. 

Background 

The  ISD  has  received  inquiries  from  examiners,  bank¬ 
ers,  securities  dealers,  and  professional  securities 
portfolio  advisors/managers  about  the  possibility  of 
delegating  the  discretion  to  manage  a  national  bank’s 
investment  portfolio  to  individuals  or  companies  who 
are  not  bank  employees  or  employees  of  affiliates  of  the 
bank.  The  purpose  of  the  delegation  is  generally  to 
allow  an  advisor  or  consultant  to  manage  the  bank’s 
investment  portfolio  assets  in  an  attempt  to  obtain  a 
higher  total  return  on  portfolio  investments,  i.e. ,  to  max¬ 
imize  income  from  a  combination  of  both  yield  and 
gains  on  investments. 

Some  bank  officers  indicate  that  it  is  necessary  to 
delegate  their  investment  transaction  authority  be¬ 
cause  their  own  investment  portfolio  managers  do  not 
possess  the  expertise  to  "actively  manage”  their  in¬ 
vestment  assets,  and  that  this  lack  of  expertise  places 
smaller  banks  at  a  competitive  disadvantage  to  larger 
institutions  which  are  able  to  employ  more  knowledge¬ 
able  investment  portfolio  managers.  The  need  for 
greater  investment  portfolio  management  expertise 
results  from  increased  market  volatility  and  from  the 
proliferation  of  new  and  innovative  instruments  avail¬ 
able  for  national  bank  investment. 

The  securities  portfolio  advisors  and  consultants  are 
holding  out  a  promise  of  substantially  increased  return 
on  a  bank's  securities  portfolio  because  of  their  ability 
to:  act  quickly  on  buy  or  sell  opportunities  and  to 
execute  transactions  at  the  best  possible  price;  ag¬ 
gressively  use  market  data  and  their  knowledge  of  new 
securities  instruments;  advantageously  time  the  trans¬ 
action  execution;  select  the  securities  dealer  used; 
and,  search  for  and  negotiate  prices  predicated  on 
volume  discounts. 

To  accomplish  these  objectives  both  bankers  and  port¬ 
folio  advisors/consultants  indicate  the  need  to  have  the 
authority  to  take  action  (i.e.,  make  buy  or  sell  deter¬ 
minations)  without  consulting  bank  management  It  is 
this  assignment  of  securities  portfolio  transaction  au¬ 
thorities  and  decision  making  which  removes  the  port¬ 
folio  from  bank  management's  control  Accordingly, 


when  a  national  bank’s  board  of  directors  assigns 
transaction  authorities  for  securities  transactions  to 
individuals  who  are  not  employees  of  the  bank  or  to 
non-affiliated  companies  we  have  concluded  that  the 
investments  no  longer  meet  the  requirements  of  Gen¬ 
erally  Accepted  Accounting  Principals  (GAAP)  for  se¬ 
curities  portfolio  accounting,  i.e  .,  the  Board  of  Directors 
does  not  have  the  ability  to  control  which  securities 
have  been  purchased  and  sold,  or  how  long  the  securi¬ 
ties  are  to  be  held. 

Policy 

In  response  to  inquiries  from  national  banks  and  pro¬ 
fessional  securities  portfolio  managers  ISD  has  written 
three  letters  regarding  the  delegation  of  investment 
portfolio  authority  (attached). 

1.  A  letter  dated  October  23,  1987  to  a  national  bank 
specifying  the  minimum  criteria  which  must  be  satisfied 
for  a  national  bank  board  of  directors  to  assign  author¬ 
ity  for  securities  transactions: 

•  This  letter  applies  to  the  assignment  of  authority  to 
non-employees  and  to  non-affiliated  companies; 
and 

•  Specifies  a  monthly  mark-to-market  revaluation  of 
those  assets  for  which  purchase  and  sale  authority 
has  been  delegated. 

2.  A  letter  dated  October  29,  1987  to  a  professional 
securities  portfolio  manager  who  has  been  given  dis¬ 
cretionary  authority  to  purchase  or  sell  a  bank's  port¬ 
folio  securities.  This  letter: 

•  Specifies  a  monthly  mark-to-market  of  assets  pur¬ 
chased  with  intent  to  sell  based  upon  a  “timing 
model”  which  determines  when  market  or  other 
conditions  are  appropriate  for  transactions.  GAAP 
specifies  that  securities  portfolio  accounting  may 
be  applied  to  securities  purchased  with  the  intent 
to  retain  them  to  maturity.  Portfolio  securities  pur¬ 
chases  based  upon  "timing  model,"  however,  are 
purchased  with  an  intent  to  sell. 

•  Disagrees  with  the  bank's  proposed  method  of 
safekeeping  securities.  We  recommend  that  banks 
acquiring  securities  take  delivery  of  their  securities 
directly  or  maintain  possession  through  an  inde¬ 
pendent  third  part  acting  solely  on  the  bank's  be¬ 
half.  Purchased  securities  should  only  be  held  in 
safekeeping  with  selling  dealers  when  the  pur¬ 
chasing  bank’s  board  of  directors  is  satisfied  as  to 
the  creditworthiness  of  the  securities  dealer,  and 
the  aggregate  value  of  securities  held  in  safekeep¬ 
ing  in  this  manner  is  within  credit  limitations  that 


have  been  approved  by  the  board  or  board  com¬ 
mittee  for  unsecured  loans. 


3.  A  letter  dated  January  5,  1988  to  a  professional 
securities  portfolio  manager  This  letter: 

•  Rejects  the  concept  that  an  individual  or  company 
who  has  been  assigned  discretionary  authority  is 
functioning  as  a  ''quasi-employee"  of  the  bank 
Individuals  who  are  not  employed  by  the  bank,  and 
employees  of  non-affiliated  companies  are  given 
discretionary  authority  to  implement  investment 
strategies,  select  counter  parties,  negotiate  prices, 
and  control  the  timing,  volume,  and  size  of  trans¬ 
actions.  Accordingly,  all  information  received  by  a 
bank’s  board  of  directors  is  information  received 
"after-the-fact,”  and  the  board  has  relinquished  all 
control  (absent  changes  in  the  contractual  ar¬ 
rangement)  of  the  portfolio  transactions,  and  has 
relinquished  the  ability  to  control  whether  and  how 
long  the  securities  are  held  and  when  they  are  sold. 

•  Specifies  a  monthly  mark-to-market  revaluation  for 
asset  purchases  and  sales  decisions  which  are 
based  upon  a  "timing  model;” 

•  Criticizes  a  discretionary  portfolio  management 
compensation  fee  structure  which  is  based  solely 
on  the  dollar  size  of  the  assets  under  management 
unless  the  bank’s  board  of  directors  establishes 
prudent  dollar  amount  limits  on  the  total  amount 
under  management.  The  OCC  thinks  that  dis¬ 
cretionary  portfolio  management  compensation 
should  be  a  pre-determined  amount;  or  based  on 
measurable  performance  standards  such  as  a 
predetermined  amount  plus  a  percentage  of  in¬ 
come  or  yield  enhancement  of  portfolio  assets 
under  management  above  a  predetermined  in¬ 
come  or  yield  target. 

Although  the  three  attached  letters  indicate  that  the 
preferred  GAAP  recording  and  reporting  treatment  for 
delegated  investment  portfolio  transactions  is  a 
monthly  mark-to-market  revaluation,  for  regulatory  re¬ 
porting  and  recording  the  bank  may  elect  either  a 
mark-to-market,  or  lower  of  cost  or  market  value 
revaluation. 

Each  letter  responds  to  a  specific  factual  situation 
Factual  differences,  however  minor,  may  result  in  a 
different  conclusion 

If  you  have  any  questions,  contact  the  ISD  at 
202/447-1901. 

Attachments 
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The  first  letter  is  Investment  Securities  Letter  24  It 
appears  elsewhere  in  this  issue 


October  29,  1987 

This  letter  is  in  response  to  your  June  9,  1987  letter  to 
Mr  James  Tracy,  and  your  subsequent  meeting  with 
Mr  Tracy,  concerning  the  accounting  treatment  to  be 
employed  for  bank  owned  securities  used  in  your  Total 
Return  Investment  Program  (TRIP), 

It  is  our  understanding  that  the  program  operates  in  the 
following  manner.  A  participating  bank  invests  pri¬ 
marily  in  three,  four,  and  five  year  Treasury  notes. 
These  notes  are  retained  or  sold  based  on  a  timing 
model  originated  by  your  company.  Through  a  con¬ 
tractual  agreement,  the  participating  bank  provides 
your  company  with  discretionary  authority  over:  the 
timing  of  the  trades;  the  determination  of  the  price  at 
which  transactions  will  be  made;  and  the  determination 
of  the  maturity  of  securities  purchased.  The  par¬ 
ticipating  bank  may  also  contract  to  incorporate  the 
use  of  put  options  with  TRIP  to  manage  interest  rate 
risk.  Orders  are  placed  directly  by  your  company 
through  broker/dealers  chosen  by  participating  banks 
or  are  placed  directly  by  participating  banks  through 
broker/dealers  of  their  choice.  Your  company  does  not 
have  access  to  bank  funds  or  securities,  and  merely 
places  orders.  Securities  are  held  by  broker/dealers, 
the  Federal  Reserve  Bank,  or  a  bank  of  your  client's 
choice.  The  program  objective  is  to  maximize  return  on 
these  securities  through  combination  of  interest  earn¬ 
ings  and  capital  gains.  Your  fees  are  based  on  a 
percentage  of  portfolio  assets. 

Our  accounting  staff  has  indicated  to  us  that  Generally 
Accepted  Accounting  Principles  (GAAP)  provide  that 
securities  purchased  with  the  intent  to  retain  them  to 
maturity  may  be  carried  at  cost  on  the  bank’s  books. 
However,  your  program  purchases  securities  with  the 
intent  to  sell  them  when  the  timing  model  indicates  the 
market  or  other  conditions  are  appropriate.  GAAP  pro¬ 
vides  that  securities  purchased  with  such  intent  must 
be  marked  to  market  on  a  periodic  basis.  The  use  of 
purchased  put  options  does  not  alter  the  accounting 
treatment  For  regulatory  reporting  purposes  both  the 
securities  and  options  should  be  marked  to  market, 
and  gains  or  losses  should  be  accounted  for  sep¬ 
arately  Gains  or  losses  should  not  be  netted. 

rhe  safekeeping  arrangements  you  have  proposed  are 
unsatisfactory  The  banks  acquiring  securities  through 
your  program  or  in  other  situations  should  always  take 
delivery  of  the  securities  directly,  or  maintain  pos¬ 
session  through  an  independent  third  party,  acting 


solely  on  the  bank's  behalf,  which  accepts  and  safe- 
keeps  the  securities  for  the  bank 

If  you  have  any  questions  or  wish  to  submit  additional 
arrangements,  please  call  me  at  (202)447-1901. 

John  Kerr 

National  Bank  Examiner 
Investment  Securities  Division 

The  last  letter  attached  is  Investment  Securities  Letter 

27.  It  appears  elsewhere  in  this  issue. 

★  ★  ★ 


470 — February  1,  1989 

Re:  Brazilian  Exit  Bonds 

This  letter  responds  to  your  inquiry  dated  October  28, 
1988  addressed  to  Wallace  Nathan,  District  Counsel 
for  the  Northeastern  District,  Office  of  the  Comptroller 
of  the  Currency  (Office).  During  our  telephone  conver¬ 
sation  orj  December  23,  1 988,  you  furnished  additional 
information  to  me  regarding  your  bank's  holding  of 
deposits  and  loans  to  public  and  private  borrowers  in 
Brazil.  The  principal  question  posed  by  your  inquiry  is 
whether  the  Brazilian  Investment  Bonds  (hereafter  Exit 
Bonds)  which  ***  Bank  (Bank)  desires  to  acquire  as 
part  of  the  1988  Brazilian  Financing  Agreement  con¬ 
stitute  investment  securities  under  12  U  S. C.  §  24  (Sev¬ 
enth)  and  12  C.F.R.  Part  1 . 

Background 

The  1988  Republic  of  Brazil  Financing  Plan  dated  June 
22,  1988  (the  Brazilian  Rescheduling)  signed  by  all 
parties  in  October  1988  accomplished  a  rescheduling 
of  approximately  $62  billion  of  sovereign  and  private 
credit  obligations  owed  by  Brazilian  borrowers  to  for¬ 
eign  bank  creditors,  including  a  large  number  of  U  S. 
commercial  banks.  Under  provisions  of  the  Brazilian 
Rescheduling,  Exit  Bonds  totaling  up  to  $5  billion  may 
be  issued  by  the  Republic  of  Brazil  to  rescheduling 
creditors  subject  to  certain  limitations.  Each  creditor 
bank  may  elect  to  exchange  up  to  $15  million  of  Brazi¬ 
lian  private  and  public  sector  debt  it  held  prior  to 
September  22,  1988  (Exchangeable  Debt)  for  Exit 
Bonds.  We  understand  that  to  date  more  than  100 
creditor  banks  have  applied  for  Exit  Bonds  exceeding 
$1  billion  in  value.  Exchangeable  Debt  converted  to 
Exit  Bonds  will  then  be  subtracted  and  excluded  from  a 
bank's  base  debt  figure  used  to  calculate  current  and 
future  new  money  requests  Thus,  by  taking  Exit  Bonds, 
a  subscribing  bank  may  eliminate  or  reduce  its  par¬ 
ticipation  in  new  money  requests. 
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In  recent  years,  as  part  of  several  reschedulings  be¬ 
tween  Brazil  and  its  bank  creditors,  the  maturing  por¬ 
tion  of  both  private  and  public  sector  debt  has  been 
restructured  as  deposits  rather  than  investment  securi¬ 
ties  (12  U.S.C.  §  24  (Seventh)),  loans  (12  U.S.C.  §  84), 
or  other  assets.  Accordingly,  a  large  number  of  U  S. 
commercial  banks  currently  have  transformed  ob¬ 
ligations  owed  to  them  by  Brazil’s  private  and  public 
sector  borrowers  into  deposits  and  presently  face 
neither  statutory  investment  nor  lending  limitations  with 
regard  to  Exchangeable  Debt  under  the  Brazilian 
Rescheduling. 

Exit  Bonds,  denominated  in  U  S.  dollars,  are  issued  in 
transferable  bearer  form  by  the  Republic  of  Brazil.  The 
instruments  are  exempt  from  all  Brazilian  taxes  and  are 
repayable  semiannually  as  to  principal  and  interest 
following  an  initial  ten  year  grace  period  on  repayment 
of  principal.  They  will  bear  a  fixed  interest  rate  of  6 
percent  per  annum  payable  semiannually.  At  the  op¬ 
tion  of  the  holder,  the  Exit  Bonds  are  freely  exchange¬ 
able  for  Cruzado-denominated  Brazilian  Treasury 
Notes,  Obrigocoes  do  Tesouro  Nacional  (OTNs), 
which  are  fully  indexed  for  inflation  and  exchange  rate 
fluctuations.  Exit  Bonds  are  also  eligible  for  conversion 
into  certain  equity  investments  as  part  of  Brazil’s  debt- 
equity  conversion  program.  Brazil  is  also  considering 
the  establishment  of  a  debt-for-export  program,  and,  if 
it  adopts  such  a  program,  Exit  Bonds  may  be  used  in 
swap  operations  for  payment  of  the  purchase  price  of 
eligible  Brazilian  exports  under  such  a  program. 


Request 

The  Bank,  either  directly  or  through  one  or  more  oper¬ 
ating  subsidiaries,  currently  holds  $6,379,000  in  Ex¬ 
changeable  Debt,  all  of  which  it  would  like  to  transfer 
into  Exit  Bonds  under  the  Brazilian  Rescheduling.  You 
also  stated  to  me  that  the  Bank  holds  $1,086,000  in 
private  sector  loans  outside  the  Brazilian  Re¬ 
scheduling.  You  inquire  whether  the  Office  considers 
the  Exit  Bonds  to  constitute  investment  securities  sub¬ 
ject  to  the  limitation  on  investment  equal  to  10  percent 
of  the  Bank’s  capital  and  surplus.  See  12  U.S.C.  §  24 
(Seventh);  12  C.F.R.  §  1.7(a)  (Type  III  securities).  You 
also  suggest  that  since  the  Bank  is  merely  exchanging 
obligations  it  already  has  outstanding  for  others,  it 
should  be  permitted  to  hold  the  Exit  Bonds  in  the  same 
amount  as  the  original  debt  regardless  of  limitations 
imposed  by  applicable  statutes  or  regulations.  Further, 
in  the  event  the  Exit  Bonds  constitute  loans  within  the 
meaning  of  12  U.S.C.  §  84,  would  the  applicable  limi¬ 
tations  of  that  statutory  section  apply7 


Analysis  and  Opinion 

A.  Type  III  Investment  Security 

We  find  that  the  Exit  Bonds  do  not  satisfy  the  quality 
requirements  for  Type  III  investment  securities  (see  1 2 
U.S.C.  24(Seventh);  12  C.F.R  Part  1)  The  uncertainty 
of  principal  repayment,  their  concessionary  interest 
rate  and  ten  year  grace  period  for  repayment  of  prin¬ 
cipal  and  interest  are  attributes  that  keep  these  issues 
from  attaining  “investment  securities"  status  and  there¬ 
fore  these  securities  are  not  eligible  for  bank  invest¬ 
ment.  See  OCC  Interpretive  Letter  No.  410  (January  1 5, 
1988)  reprinted  in  Fed.  Banking  L.  Rep.  1  85,364 

B.  Exit  Bonds  as  Loans 

We  believe  the  Bank  may  hold  the  Exit  Bonds  as  an 
extension  of  its  preexisting  outstanding  public  sector 
Brazilian  debt.  As  such,  and  with  regard  to  those  por¬ 
tions  of  the  debt  that  are  no  longer  in  the  Central  Bank’s 
deposit  facility,  the  Bank’s  holding  would  be  subject  to 
the  lending  limitations  of  12  U.S.C.  §  84.  Since  these 
holdings  represent  the  restructuring  of  existing  debt, 
the  Office  will  not  consider  the  Bank  to  be  in  violation  of 
12  U.S.C.  §  84  if,  by  virtue  of  exchanging  eligible  debt 
for  Exit  Bonds,  the  Bank  winds  up  holding  total  Brazilian 
government  obligations  subject  to  the  section  84  limit  in 
excess  of  the  Bank's  lending  authority.  At  most,  the 
Bank  would  be  placed  in  a  "nonconforming”  situation 
which  would  limit  the  extent  to  which  it  could  make 
subsequent  new  loans  to  the  Brazilian  Government  and 
Central  Bank.  The  Office  has  previously  adopted  this 
position  in  similar  circumstances.  See  OCC  Interpre¬ 
tive  Letter  No.  410  (January  15, 1988),  reprinted  in  Fed. 
Banking  L.  Rep.  1i  85,634  (Mexican  Exchange  Offer); 
OCC  Interpretive  Letter  No.  288  (April  25,  1984),  re¬ 
printed  in  Fed.  Banking  L  Rep.  1  85,452  (Argentine 
debt  exchange  program). 

Since  the  Exit  Bonds  are  loans,  the  Bank  may  convert 
up  to  all  $6,379,000  of  its  deposits  (held  as  Exchange¬ 
able  Debt)  into  Exit  Bonds. 

C.  Subsequent  Convertibility  of  Exit  Bonds  Under  DPC 
Authority 

You  also  inquired  during  our  telephone  conversation 
about  use  of  debts  previously  contracted  (DPC)  author¬ 
ity  as  it  may  apply  to  the  Exit  Bonds.  In  the  event  the 
Bank  decides  at  a  future  date  to  participate  in  the 
Brazilian  Government’s  debt-equity  conversion  pro¬ 
gram,  as  discussed  above,  we  note  without  giving 
advance  sanction  that  in  the  context  of  both  troubled 


89 


domestic  and  foreign  debts  national  banks  may  hold 
equity  investments  as  "other  assets"  under  DPC  au¬ 
thority  subiect  to  certain  limitations.  See  First  National 
Bank  of  Charlotte  v.  National  Exchange  Bank  of  Bal- 
timoreil 876)  92  U  S.  1 22,  see  also  No-Objection  Letter 
No  88-7  (May  20,  1988)  reprinted  in  Fed.  Banking  L. 
Rep  (CCH)  f  84,047  and  No-Objection  Letter  No. 
87-10  (Nov.  27,  1987)  reprinted  in  Fed.  Banking  L.  Rep 
(CCH)  H  84,039 

Naturally,  any  debt-equity  conversions  involving  the 
Exit  Bonds  for  Brazilian  direct  investments  must  con¬ 
form  with  all  applicable  guidelines  and  restrictions 
issued  by  this  Office  and  then  in  effect  for  DPC 
transactions. 

Edwin  H.  Clock 

Deputy  Comptroller  of  the  Currency 

International  Banking  and  Finance 

★  ★  ★ 


471 — January  24,  1988 

In  1 986,  examiners  from  the  Office  of  the  Comptroller  of 
the  Currency  (OCC)  cited  ***  (Bank),  for  28  violations  of 
12  U.S.C.  §  371c  based  on  transactions  which  oc¬ 
curred  between  April  20,  1984,  and  February  18,  1986. 
On  August  16,  1986,  the  Bank  consented  to  the  issu¬ 
ance  of  a  Cease  and  Desist  Order  imposed  by  the  OCC 
addressing,  among  other  things,  the  alleged  violations 
of  section  371c.  In  entering  into  this  agreement,  the 
Bank  and  the  Western  District  Office  of  the  OCC  stipu¬ 
lated  that  the  37 1  c  violations  would  be  reviewed  by  the 
OCC’s  Legal  Advisory  Services  Division  which  would 
issue  a  definitive  ruling  on  whether  the  transactions  in 
question  constituted  violations  of  section  371c.1  This 
letter  is  in  response  to  that  joint  stipulation. 

In  order  to  understand  the  section  371c  violations  cited 
by  the  OCC  examiners,  it  is  necessary  to  review  some 
facts  concerning  the  Bank's  ownership  and  its  trans¬ 
actions  with  a  number  of  interrelated  companies.  In 
1976,  the  late  ***  as  grantor,  established  the  ***  Trust 
(Trust)  with  his  three  children —  ***,  ***,  and  *** — as 
beneficiaries,  “‘appointed  three  trustees  for  the  Trust: 
his  son  ***,  ***,  and  *“  2  The  trustees  were  empowered 


'it  was  also  agreed  by  the  parties  that  the  Bank  would  have  the 
opportunity  to  present  its  case  in  person  to  representatives  of  the 
Legal  Advisory  Seivices  Division,  if  the  Bank  so  desired  Pursuant  to 
this  agreement  a  meeting  was  held  in  the  OCC's  Washington  Office 
on  February  19  1988  attended  by  you  (as  Bank  counsel),  *** 
(Chairman  of  the  Board  of  the  Bank)  Barrett  Aldemeyer  (an  OCC 
attorney),  and  myself 

subsequently  succeeded  "“as  trustee 


by  the  T rust  agreement  to  allocate  the  T rust  property  so 
that  each  of  the  children  would  receive  an  equal  share 
of  the  property.  The  beneficiaries  were  not  vested  with 
authority  to  veto  or  otherwise  modify  the  decisions  of 
the  trustees  concerning  the  disposition  of  the  Trust 
property.  The  Trust  purchased  approximately  60  per¬ 
cent  of  the  Bank's  voting  stock  in  1978  and  sub¬ 
sequently  increased  its  ownership  to  more  than  75 
percent  by  April  20,  1 984,  and  more  than  90  percent  by 
August  16,  1984. 3  On  December  31,  1985,  the  Trust 
disbursed  all  of  the  Bank  stock  which  it  owned  equally 
to  two  of  the  beneficiaries,  ***  and  *“  (45.5  percent  to 
each).4 

The  Bank  in  the  meantime  entered  into  transactions 
with  organizations  that  had  various  connections  with 
the  family.  The  28  cited  violations  of  section  371c 
involved  seven  of  these  organizations.5  The  Bank  con¬ 
tends  that  it  was  improperly  cited  for  the  section  371c 
violations  because  these  seven  organizations  are  not 
“affiliates”  of  the  Bank  within  the  meaning  of  section 
371c.  The  OCC  maintains  that  these  organizations  are 
“affiliates”  of  the  Bank.  Both  parties  acknowledge  that 
the  resolution  of  this  issue  turns  on  the  interpretation  of 
section  371c(b)(1  )(C)(i),  the  "beneficial  control”  test, 
as  applied  to  the  facts  of  this  case  6 

Section  371  c(b)(1  )(C)(i)  provides  that  the  term  “affili¬ 
ate"  with  respect  to  a  member  bank  includes: 

any  company  .  .  .  that  is  controlled  directly  or 
indirectly,  by  a  trust  or  otherwise,  by  or  for  the 
benefit  of  shareholders  who  beneficially  or  other¬ 
wise  control,  directly  or  indirectly,  by  a  trust  or 


JThe  timing  of  the  stock  purchases  after  the  initial  1978  purchase  is 
not  precisely  established  You  indicated  in  your  letter  of  August  6. 
1986.  that  the  Trust  acquired  91  percent  of  the  Bank  stock  by  1983 
The  examination  report  indicated  that  the  Trust  acquired  the  91 
percent  by  December  1 984  An  OCC  examiner  discussed  this  matter 
with  the  Bank  on  December  14,  1988,  and  was  informed  that  the  90 
percent  threshold  was  crossed  on  August  16,  1984 

The  precise  date  on  which  the  Trust  acquired  90  to  91  percent  of  the 
Bank  stock  is  not  relevant  to  the  issues  being  examined  here  The 
critical  fact,  for  purposes  of  the  present  analysis,  is  whether  and 
when  the  T rust  acquired  75  percent  of  the  Bank's  stock  At  that  point, 
each  of  the  three  beneficiaries  would,  according  to  the  OCC's  argu¬ 
ment,  be  deemed  to  have  beneficial  control  of  25  percent  of  the 
Bank's  stock  It  will  be  assumed,  in  the  present  discussion,  that  the 
T rust  owned  75  percent  of  the  Bank's  stock  prior  to  April  20, 1 984,  the 
date  of  the  first  cited  violation  If  this  assumption  is  not  supported  by 
the  facts,  a  different  conclusion  might  result 

4You  provided  this  date  for  the  transaction  in  your  letter  of  June  3. 
1988 


'The  seven  organizations  are  ***  Family  Partnership,  Ltd  .  ***  Ltd  . 

Inc  ,  ***  Fuel  Co  ***  Investment  Co  Investment  Co  ,  and  **4 
Development,  Ltd 
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otherwise,  the  member  bank  or  any  company  that 
controls  the  member  bank.  .  .  . 

In  short,  any  company  that  is  controlled  by  or  for  the 
benefit  of  shareholders  who  control  a  bank  is  an  affiliate 
of  that  bank. 

The  Bank  has  not  questioned  the  fact  that  the  seven 
organizations  are  companies  controlled  by  or  for  the 
benefit  of  the  ***  children,  for  purposes  of  section 
371  c(b)(1  )(C)(i).  In  the  present  analysis,  therefore,  it  is 
assumed  that  each  of  these  organizations  which  en¬ 
tered  into  transactions  with  the  Bank  is  a  "company” 
that  is  "controlled  directly  or  indirectly,  by  a  trust  or 

otherwise,  by  or  for  the  benefit  of  .  .  ."  the  children  of 
★  ★  ★ 

The  next  question  under  section  37 1  c(b)(1  )(C)(i)  is 
whether,  during  the  period  when  the  children  of 
were  beneficiaries  of  the  Trust  which  owned  in  excess 
of  75  percent  of  the  Bank’s  stock,  the  children  were 
"shareholders  who  beneficially  or  otherwise  control, 
directly  or  indirectly,  by  trust  or  otherwise,  the  member 
bank  or  any  company  that  controls  the  member  bank.”7 
If  the  children  did  in  fact  exercise  “beneficial  control” 
over  the  Bank  at  that  time  within  the  meaning  of  section 
371  c(b)(1  )(C)(i),  then  the  seven  organizations  which 
entered  into  the  transactions  with  the  Bank  were  affili¬ 
ates  of  the  Bank  because  these  organizations  were 
controlled  by  or  for  the  benefit  of  the  same  parties,  the 
children  of  ***. 

In  my  opinion,  the  children  of  ***  exercised  “beneficial 
control”  over  the  Bank  during  the  period  in  question.  As 
a  result,  the  Bank  and  the  seven  organizations  are 
affiliates  within  the  meaning  of  section  37 1  c(b)(1  )(C)(i). 
The  reasoning  is  as  follows. 

The  language  of  section  371  c(b)(1  )(C)(i)  requires  that, 
for  purposes  of  establishing  affiliation,  the  share¬ 
holders  must  control  both  a  company  and  a  bank.  The 


6ln  the  report  of  examination,  there  were  two  bases  cited  for  affiliation 
between  the  Bank  and  the  other  organizations;  section 
371  c(b)(  1  )(C)(i),  the  "beneficial  control"  test,  and  section 
371  c(b)(1  )(A),  the  "company  control"  test  In  his  letter  of  September 
8,  1986,  Jonathan  Rushdoony,  an  OCC  attorney  then  working  in  the 
Western  District,  maintained  tht  it  was  unnecessary  to  consider  the 
"company  control"  test  because  the  affiliation  issue  could  be  re¬ 
solved  by  considering  only  the  "beneficial  control”  test. 

Following  Mr  Rushdoony's  reasoning  on  this  matter,  no  further 
discussion  will  be  devoted  to  the  "company  control”  test  because  in 
my  opinion  the  affiliation  issues  can  be  resolved  by  the  consideration 
of  the  “beneficial  control"  test  in  section  371  c(b)(1  )(C)(i)  This  letter 
will  not,  therefore,  address  one  of  the  questions  raised  in  your  letter  of 
August  6,  1986,  namely  whether  the  Trust  is  a  "company"  within  the 
meaning  of  section  371c  Your  question  was  based  on  the  examiners' 
allegation  that  the  Bank  violated  the  "company  control"  test  in  section 
371  c(b)(1  )(A)  However,  as  indicated  above,  the  "company  control" 
test  will  not  be  utilized  in  this  analysis 


requisite  control  which  the  shareholders  must  exercise 
over  the  bank  is  expressed  virtually  without  qual¬ 
ification.  The  shareholders  may  control  the  bank  "ben¬ 
eficially  or  otherwise,”  "directly  or  indirectly,"  and  "by 
trust  or  otherwise.”  Clearly,  the  statute  contemplates 
that  the  shareholders  can  exercise  control  over  the 
bank  through  a  variety  of  arrangements,  including  con¬ 
trol  through  a  trust  (“by  trust”). 

In  the  typical  trust  relationship,  a  trustee  holds  legal  title 
to  the  trust  property  for  beneficiaries  who  have  an 
equitable  or  beneficial  interest  in  the  property.  The  only 
parties  in  the  trust  relationship  who  could  "beneficially 
.  .  .  control  ...  by  trust”  some  portion  of  the  trust  prop¬ 
erty  are  the  beneficiaries.  The  trustee,  by  contrast, 
could  exercise  legal  control  over  the  trust  property  (to 
the  extent  permitted  by  the  trust  instrument),  but  not 
beneficial  control.  Thus,  in  order  to  give  every  word  of 
the  statute  effect,  the  “shareholders”  referred  to  in  the 
statute  must  include  trust  beneficiaries  because  only 
such  beneficiaries  could  “beneficially  control"  the  bank 
“by  trust.  .  .  .” 

Furthermore,  such  an  interpretation  of  the  statute  is 
consistent  with  the  underlying  policy  of  section  371c, 
j.e.,  to  prevent  abuse  in  financial  transactions  between 
banks  and  closely  related  organizations.  As  Mr.  Rush¬ 
doony  noted  in  his  letter  of  September  8,  1986: 

The  public  policy  rationale  for  the  above  result  is 
self-evident:  the  inherent  risk  that  a  member  bank 
will  alter  its  credit  judgment  when  dealing  with 
companies  controlled  by  persons  for  whose  ben¬ 
efit  trustees  control  the  bank.  In  other  words,  there 
is  an  inherent  risk  that  trustees  will  control  the 
bank  to  benefit  companies  controlled  by  the  trust 
beneficiaries  since  the  trustees  are  under  a  fidu¬ 
ciary  obligation  to  exercise  their  “legal"  control 
over  the  bank  for  the  benefit  of  the  trust 
beneficiaries. 

Having  determined  that  trust  beneficiaries  can  be 
“shareholders  who  beneficially  .  .  .  control”  a  bank,  the 
next  issue  is  whether  the  beneficiaries  of  the  T rust  in  the 
present  case  met  the  statutory  requirements  for  "bene¬ 
ficial  control"  at  the  time  of  the  transactions  in  question 
You  have  raised  two  arguments  on  this  matter.  First, 
you  have  contended  that  the  "beneficial  control”  test  is 
not  met  in  the  present  case  because  the  beneficiaries 
lacked  the  authority  to  direct  the  trustees’  voting  of  the 
Bank  stock.  You  have  suggested  that  “beneficial  con¬ 
trol”  can  reside  in  trust  beneficiaries  (if  at  all)  only  when 


7 See  also  discussion  below  concerning  the  relationship  between  the 
25  percent  control  test  in  section  371  c(b)(3)(A)(i)  and  the  bene 
ficiaries'  75  percent  interest  in  the  Bank 
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the  beneficiaries  retain  the  authority  to  direct  the  voting 
of  the  trustees  Absent  such  authority,  you  believe  the 
beneficiaries  are,  as  in  the  present  case,  not  in  “con¬ 
trol'  of  the  Bank  but  merely  passive  recipients  of  the 
benefits  of  the  Trust  Second,  you  have  argued  that  the 
beneficiaries  of  the  Trust  did  not  “beneficially  control” 
the  Bank  because  no  single  beneficiary  had  control 
over  the  requisite  percentage  of  Bank  stock  to  qualify 
for  "control”  during  the  period  in  question.  These  ar¬ 
guments  will  be  considered  in  turn. 

The  circumstances  under  which  a  shareholder  is 
deemed  to  have  “control"  of  a  bank  or  other  company 
are  specified  in  section  371  c(b)(3).  One  basis  for  such 
“control”  exists  if  the  shareholder — 

directly  or  indirectly,  or  acting  through  one  or 
more  other  persons  owns,  controls,  or  has  power 
to  vote  25  per  centum  or  more  of  any  class  of 
voting  securities  of  the  other  company  ...  (12 
U  S  C.  §  371  c(b)(3)(A)(i).) 

This  provision  of  the  statute  clearly  indicates  that  con¬ 
trol  is  not  equated  with  the  power  to  vote.  A  person  can 
have  "control”  not  only  by  having  the  power  to  vote 
stock  but  by  “directly  or  indirectly"  owning  such  voting 
stock.  Therefore,  if  "control"  means  ownership,  “benefi¬ 
cial  control”  in  paragraph  (b)(1)(C)(i)  means  beneficial 
ownership.  The  interest  of  the  Trust  beneficiaries  in  this 
case  was  precisely  beneficial  ownership.  They  lacked 
voting  authority  but,  as  beneficiaries,  they  had  an  equi¬ 
table  or  beneficial  ownership  interest  in  the  Trust  prop¬ 
erty,  including  the  shares  of  Bank  stock.  Thus,  the 
beneficiaries'  ownership  interest  in  the  Bank,  even 
without  the  power  to  vote  or  to  direct  the  vote  of  the 
trustees,  satisfies  the  statutory  requirement  for  “ben¬ 
eficial  control"  of  the  bank. 


Your  next  argument  was  that  the  beneficiaries  lacked 
control  of  the  requisite  percentage  of  Bank  shares  to 
meet  the  definition  of  “control"  in  section  37 1  c(b)(3).  At 
all  times  relevant  to  the  transactions  under  con¬ 
sideration,  the  Trust  owned  75  percent  or  more  of  the 
Bank’s  voting  stock.  Because  “control”  is  defined  in 
terms  of  25  percent  of  the  Bank's  stock,  the  OCC  has 
argued  that  the  75  percent  should  be  allocated  in  three 
equal  shares  among  the  beneficiaries.  Thus,  each 
beneficiary  would  be  deemed  to  own  25  percent  of  the 
shares  and  would,  as  a  result,  “control"  the  Bank.  You 
have  contended,  however,  that  the  trustees’  discretion 
to  allocate  the  Trust  assets  among  the  beneficiaries 
means  that  none  of  the  three  beneficiaries  can  be 
considered  to  control  any  specific  percentage  of  the 
voting  stock,  beneficially  or  otherwise  You  cite,  for 
example,  the  fact  that  the  Bank  stock  itself  was  not 
allocated  equally  among  the  beneficiaries  in  De¬ 


cember  1985,  but  was  divided  between  two  of  the 
beneficiaries  with  the  third  beneficiary  (***)  receiving 
no  shares. 

In  my  opinion,  the  beneficiaries  exercised  the  requisite 
control  during  the  period  in  question  to  satisfy  the 
control  test  in  sections  371  c(b)(3)  and  371  c(b)(1  )(C)(i) 
The  beneficiaries  had  a  beneficial  ownership  interest  in 
over  75  percent  of  the  Bank's  stock.  We  have  estab¬ 
lished  that  such  beneficial  ownership  can  constitute 
“beneficial  control”  for  purposes  of  section 
371c(b)(1)(C)(i).  Paragraph  II. B.  of  the  Declaration  of 
Trust  executed  by  the  grantor  on  July  10,  1976,  indi¬ 
cated  that  the  grantor  intended  that  the  beneficiaries 
receive  “the  benefits  of  an  equal  share  of  the  trust 
property”  and  that  the  trustees  were  to  administer  the 
trust  to  accomplish  that  intention.  Thus,  during  the 
period  prior  to  the  disposition  of  the  trust  assets,  the 
beneficiaries  would  be  deemed  to  have  equal  interests 
in  the  trust  assets  in  general  as  well  as  any  particular 
trust  asset,  such  as  the  shares  of  Bank  stock.  As  a 
result,  each  of  the  beneficiaries  would  be  considered 
as  having  beneficial  ownership  or  "beneficial  control” 
of  an  equal  share  of  the  Bank  stock.  Since  the  Trust 
owned  in  excess  of  75  percent  of  the  Bank  stock,  each 
of  the  three  beneficiaries  would  be  considered  as  the 
beneficial  owner  of  25  percent  or  more  of  the  stock.  The 
fact  that  the  stock  was  ultimately  distributed  to  two  of 
the  beneficiaries  is  not  dispositive  in  this  case.  What  we 
are  looking  at  in  this  case  is  the  nature  and  extent  of  the 
beneficial  ownership  or  “beneficial  control”  exercised 
by  the  beneficiaries  at  the  time  of  the  transactions  in 
question.  At  the  time  of  the  transactions,  each  of  the 
beneficiaries  was  entitled  to  “the  benefits  of  an  equal 
share  of  the  trust  property.  .  .  Thus,  each  had  an 
equal  interest  in  the  trust  assets  which  equaled  or 
exceeded  25  percent. 

Although  it  is  clear  from  the  facts  of  this  case  that  the 
beneficiaries’  75  percent  interest  in  the  Bank  repre¬ 
sented  “beneficial  control”  of  the  Bank,  it  is  not  clear 
whether  a  lesser  percentage  of  ownership  would  have 
qualified  for  beneficial  control.  Both  you  and  Mr  Rush- 
doony  made  reference  to  the  article  by  John  T.  Rose 
and  Samuel  H.  Talley  of  the  Federal  Reserve  Board 
staff  concerning  the  amendments  to  section  371c 
which  were  enacted  in  1982  8  In  their  discussion  of 
bank  interlocks  with  affiliated  companies,  Messrs 
Rose  and  Talley  make  the  following  comment: 

A  third  change  in  the  law  clarifies  an  ambiguity  in 
the  former  statute  by  specifying  the  minimum 
shareholder  interest  for  a  beneficiary  group  of 


8Rose  and  Talley,  The  New  Section  23A,  4  Fed  Banking  L  Rep 
(CCH)  «  43,144  (January  1983) 


shareholders  in  order  to  define  a  trusteed  affiliate 
relationship  for  purposes  of  Section  23A.  The  new 
law  makes  clear  that  an  affiliate  relationship  exists 
whenever  trustees  control  25  percent  or  more  of 
the  voting  shares  of  a  bank  (company)  for  the 
benefit  of  shareholders  who  control  25  percent  or 
more  of  the  voting  shares  of  a  company  (bank). 

This  comment  suggests  that  the  "beneficial  control" 
test  might  not  have  to  be  met  for  each  single  share¬ 
holder  but  could  instead  be  satisfied  if  the  beneficiaries 
had  a  combined  beneficial  ownership,  i.e.,  "beneficial 
control,”  of  25  percent.  Under  this  interpretation,  in  the 
present  case,  the  beneficiaries  would  need  only  25 
percent  total  beneficial  ownership  rather  than  25  per¬ 
cent  beneficial  ownership  per  shareholder  to  satisfy  the 
“beneficial  control”  test  It  is  not  necessary  to  reach  this 
issue  in  the  present  case  because  the  37 1  c  issues  can 
be  resolved  on  the  basis  of  25  percent  per  shareholder 
ownership.  However,  in  another  factual  situation,  the 
percentage  of  ownership  required  to  satisfy  the  control 
test  in  section  371c  might  be  evaluated  on  a  different 
basis. 

It  is  my  conclusion  that  the  Trust  beneficiaries  ex¬ 
ercised  "beneficial  control”  over  the  Bank  within  the 
meaning  of  section  37 1  c(b)(  1  )(C)(i)  at  the  time  of  the 
transactions  in  question.  Thus,  the  371c  violations  were 
appropriately  cited  in  the  report  of  examination  9 

I  trust  that  this  is  responsive  to  your  request  for  a  ruling 
on  the  issues  raised  by  these  transactions. 

Peter  Liebesman 

Assistant  Director 

Legal  Advisory  Services  Division 

*  *  ★ 


9The  only  exception  to  this  statement  is  the  overdraft  which  *** 
Investment  Company  incurred  on  February  18,  1986  The  distribution 
of  the  shares  of  Bank  stock  of  the  two  beneficiaries  occurred  at  the 
end  of  1 985  Therefore,  in  February  1 986.  at  the  time  of  the  overdraft, 
the  Bank  stock  was  no  longer  controlled  through  the  Trust.  Thus,  the 
legal  analysis  which  was  presented  by  the  Bank  and  the  OCC 
concerning  “beneficial  control’’  of  the  Bank  did  not  apply  at  the  time 
of  the  overdraft 

It  is  arguable  that  the  Bank  remained  affiliated  with  Investment 
Company  at  the  time  of  the  February  1986  transaction  It  would 
appear  that  the  two  owners  (formerly  beneficiaries)  of  the  stock 
"controlled”  both  the  Bank  (each  with  a  45  5  percent  interest)  and  *“ 
Investment  Company  at  the  time  of  the  transaction,  pursuant  to 
section  371  c(b)(1  )(C)(i)  The  parties  are  invited  to  consider  and 
resolve  this  matter 


Investment  Securities  Letters 

19— July  23,  1987 

This  is  in  response  to  your  May  2,  1987  letter  con¬ 
cerning  NBE  ***’s  comments  in  our  October  31.  1986 
Report  of  Examination  and  telephone  conversation 
between  a  staff  member  of  this  division  and  attorney  *  *  * 
on  the  sale  by  ***  (the  Bank)  of  affiliate  bank  holding 
company  commercial  paper. 

A  review  of  the  October  31 , 1 986  report  comments  and 
recent  discussions  with  NBE  ***  indicate  that  the 
Bank's  money  desk  engages  in  the  sale  of  the  parent 
holding  company’s  commercial  paper  (CP)  to  indi¬ 
viduals.  The  confirmation  slips  for  these  sales  state  that 
the  CP  is  not  federally  insured,  and  that  it  is  not  a 
deposit  of  the  bank.  However,  this  information  is  listed 
on  the  back  of  the  confirmation,  and  is  embedded  in  a 
long  list  of  other  disclosures.  NBE  ***'s  concerns  are 
that  these  disclosures  are  not  conspicuous,  and  that 
the  disclosure  notice  is  received  by  the  customer  after 
the  sale  has  been  completed  The  examination  com¬ 
ments  request  procedures  be  implemented  to  ascer¬ 
tain  that  the  individuals  who  are  purchasing  the  affiliate 
commercial  paper  are  sophisticated  investors  prior  to 
the  sale,  and  that  the  audit  department  establish  pro¬ 
cedures  to  monitor  this  process.  NBE  ***  informed  me 
that  he  had  suggested  to  the  bank  that  the  customer 
disclosure  portion  of  his  criticism  could  be  resolved  by 
having  the  customer  sign  a  document  prior  to  the  sale 
which  stated  that  the  customer  is  aware  that  the  CP  is 
not  federally  insured,  is  not  a  deposit,  and  is  not  a  debt 
obligation  of  the  bank.  NBE  ***  said  that  this  alternative 
was  suggested  to  the  bank  as  one  possible  solution  to 
the  disclosure  issue  in  response  to  a  request  for  guid¬ 
ance  by  the  bank,  and  that  it  was  not  meant  as  a 
decree. 

Your  May  29,  1987  letter  refers  to  this  Division's  opin¬ 
ions  regarding  CP  activity,  which  were  obtained 
through  discussions  with  your  attorney.  The  letter 
states  the  following  as  the  division's  position, 

•  no  rules  or  regulations  exist  regarding  the  pro¬ 
cedures  for  selling  commercial  paper  to  indi¬ 
viduals  by  bank  affiliates 

•  for  CP  sales  in  denominations  of  less  that 
$25,000,  that  restrictions  exist  for  the  identifi¬ 
cation  and  solicitation  of  potential  purchasers, 
sales  commissions,  and  disclosure  regarding 
the  nature  of  CP 

We  do  not  agree  These  statements  may  result  from  a 
misunderstanding.  On  May  18,  1987,  I  spoke  with 
attorney  ***  regarding  bank  sale  of  affiliate  commercial 
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paper  Notes  of  our  conversation  indicate  that  we  dis¬ 
cussed  the  Bank's  responsibilities  to  establish  pro¬ 
cedures  to  ensure  that  individuals  who  purchase  CP 
are  sophisticated  investors,  and  that  they  receive  ade¬ 
quate  disclosures  prior  to  the  sale  of  the  CP  He  was 
advised  that  although  these  responsibilities  exist,  there 
are  no  rules  or  regulations  which  set  forth  specific 
procedures  to  satisfy  these  responsibilities.  I  sug¬ 
gested  bank  management  should  review  its  activities, 
and  establish  written  policies  and  procedures  which 
ensure  that  sales  of  bank  holding  company  CP  are  only 
made  to  informed,  sophisticated  investors.  The  guide¬ 
lines  discussed  with  Mr.  ***  did  not  apply  only  to  CP 
with  denominations  below  $25,000  but  to  all  CPs.  Mr 
***  and  I  discussed  a  number  of  issues  that  bank 
management  should  consider  when  writing  its  policies. 
These  issues  included  the  identification  of  sophis¬ 
ticated  investors,  and  disclosures  that  CP  is  not  a 
deposit,  it  not  federally  insured,  and  is  an  obligation  of 
the  holding  company,  not  the  bank.  In  addition,  written 
policies  should  address  the  conflict  of  interest  caused 
by  bank  sales  of  holding  company  CP  to  bank  cus¬ 
tomers  by  providing  specific  policies  and  procedures 
encompassing  CP  pricing,  customer  solicitation,  and 
sales  staff  compensation.  I  informed  Mr.  ***  that  sales 
of  commercial  paper  in  denominations  of  less  than 
$25,000  were  generally  inappropiate  because  it  in¬ 
creased  the  likelihood  of  sales  to  unsophisticated  in¬ 
vestors.  However,  I  did  not  inform  him  that  we  con¬ 
sidered  it  acceptable  to  presume  that  individuals  pur¬ 
chasing  commercial  paper  in  denominations 
exceeding  $25,000  are  sophisticated. 

We  concur  with  NBE  ***'s  suggestion  that  policies  and 
procedures  should  be  implemented  which  address  the 
issues  of  disclosure,  customer  sophistication,  and  con¬ 
flict  of  interest.  The  bank  should  establish  an  adequate 
program.  Sale  of  CP  to  unsophisticated  investors  may 
jeopardize  the  CP's  exemption  from  registration.  You 
may  wish  to  consult  a  securities  attorney  for  further 
information  on  proper  practices  associated  with  the 
marketing  of  CP. 

We  suggest  that  you  address  these  deficiencies  in  a 
timely  manner.  If  you  have  any  questions,  please  call 
me  at  202/447-1901. 

John  Kerr 

National  Bank  Examiner 

Investment  Securities  Division 

★  ★  ★ 


20 — August  1 1 ,  1987 

This  is  in  response  to  your  July  28,  1987  letter  con¬ 
cerning  the  effect  of  an  upcoming  municipal  securities 
system  conversion  on  your  bank's  Due  Bill  activities. 


You  indicate  that  it  has  been  the  bank's  policy  not  to 
debit  a  customer’s  deposit  account  until  delivery  of  a 
security  could  be  made  However,  your  new  system  will 
automatically  debit  the  customer's  deposit  account  on 
settlement  date  whether  or  not  a  security  is  actually 
delivered  In  those  instances  when  a  security  is  not 
delivered,  you  propose  a  same  day  credit  to  the  cus¬ 
tomer’s  deposit  account  to  avoid  a  Due  Bill  situation. 
This  seems  satisfactory  and  should  not  result  in  a  Due 
Bill  being  created. 

Your  letter  goes  further  to  discuss  the  use  of  an  escrow 
account  to  hold  customer  checks  during  the  process  of 
collection.  The  customer  checks  were  received  prior  to 
settlement  for  payment  for  securities  being'  purchased 
and  presumably  are  drawn  on  other  banks.  You  have 
indicated  that  customer  checks  will  be  placed  in  the 
escrow  account  for  collection  purposes  and  funds  will 
not  be  available  for  use  by  the  bank.  Again,  this  situ¬ 
ation  appears  reasonable  and  should  not  result  in  any 
problems  under  our  Due  Bill  guidelines  provided  ap¬ 
propriate  disclosures  are  made. 

While  your  letter  only  addressed  Due  Bills  arising  from 
municipal  securities  transactions,  you  may  also  wish  to 
review  the  requirements  of  Treasury's  recently  pub¬ 
lished  government  securities  regulations. 

Owen  Carney 
Director 

Investment  Securities  Division 

★  ★  ★ 


21— October  8,  1987 

This  is  a  follow  up  on  our  telephone  conversation  and 
your  letter  concerning  the  sale  of  securities  with  re¬ 
course  by  the  ***  to  the  ***. 

We  have  reviewed  your  submissions  and  once  again 
arrived  at  the  conclusion  that  the  transaction  is  more  in 
the  form  of  a  sale  of  securities  with  an  agreement  to 
repurchase  than  a  true  sale  of  securities.  The  trans¬ 
action  is  done  at  book  value  rather  than  market  value 
and  the  seller  provides  the  buyer  with  a  put  option 
which  allows  the  buyer  to  put  the  securities  back  to  the 
seller  on  certain  dates.  Your  letter  states  the  intent  of 
both  parties  to  the  agreement  is  to  return  the  securities 
to  the  seller  provided  the  bonds  are  not  in  default. 

For  regulatory  reporting  purposes  we  consider  the 
transaction  to  be  a  repurchase  agreement  because  the 
seller  did  not  intend  to  transfer  and  did  not  transfer  all 
the  risks  and  rewards  of  ownership  to  the  buyer  In  turn 
the  buyer  did  not  pay  market  value  for  the  securities 
and  was  clearly  looking  to  the  seller  for  return  of  the 


monies  advanced.  We  believe  the  transaction  would 
be  accorded  similar  treatment  for  financial  statement 
reporting  purposes  under  Generally  Accepted  Ac¬ 
counting  Principles.  I  am  not  in  a  position  to  advise  you 
about  the  tax  consequences  that  may  flow  from  the 
transaction. 

Enclosed  is  an  opinion  letter  that  discusses  a  some¬ 
what  similar  factual  situation  and  concludes  the  buyer’s 
advance  of  funds  is  an  extension  of  credit  subject  to  the 
lending  limit  imposed  by  1 2  USC  84.  Your  own  situation 
differs  in  that  the  securities  are  not  industrial  develop¬ 
ment  bonds,  however  the  limits  of  12  USC  84  may  still 
apply  because  all  of  the  securities  in  your  transaction 
do  not  appear  to  be  general  obligation  bonds  of  issuers 
possessing  general  powers  of  taxation.  You  may  wish 
to  review  this  matter  with  bank  counsel. 

If  you  have  any  further  questions,  please  contact  me  at 
(202)  447-1903. 

Owen  Carney 
Director 

Investment  Securities  Division 

★  ★  ★ 


22— October  16,  1987 

This  is  in  response  to  your  October  8,  1987  letter 
concerning  the  eligibility  of  Prime  Plus  Depositing  Units 
for  investment  by  national  banks. 

To  be  eligible  for  investment  by  a  national  bank  a 
security  must  satisfy  several  conditions.  One  condition 
of  eligibility  involves  the  credit  quality  of  the  issue.  An 
eligible  issue  must  be  commonly  regarded  as  an  in¬ 
vestment  security,  i.e.,  not  predominantly  speculative 
in  nature.  Page  24  of  the  Prime  Plus  August  14,  1987 
prospectus  reads  in  part  as  follows:  “Prime  Plus  is 
newly  formed  and  the  Depository  Units  offered  are 
hereby  considered  speculative  investments.  Further, 
Prime  Plus’  investment  objectives  must  be  considered 
speculative  and  there  can  be  no  assurance  that  Prime 
Plus  will  fulfill  them." 

It  is  our  determination  that  Prime  Plus  Depository  Units 
are  not  eligible  for  bank  investment.  If  you  have  any 
questions  please  feel  free  to  contact  me  at  (202) 
447-1901. 

Owen  Carney 
Director 

Investment  Securities  Division 

★  ★  * 


23 — October  16,  1987 

This  is  in  response  to  your  September  25,  1 987  letter  to 
the  Undersecretary  for  Monetary  Affairs,  US  Treasury 
Department.  You  have  requested  copies  of  regulations 
that  may  prohibit  transferring  securities  from  a  bank's 
trading  account  in  to  the  bank’s  bond  portfolio  in  order 
to  avoid  marking  the  trading  account  securities  to 
market  and  recognizing  losses.  I  am  not  aware  of  any 
banking  regulations  that  address  your  specific  con¬ 
cern,  however,  most  banks  and  all  bank  holding  com¬ 
panies  are  required  by  the  securities  laws  to  prepare 
their  published  financial  reports  in  accordance  with 
Generally  Accepted  Accounting  Principles  (GAAP) 
The  situation  you  discribed  would  certainly  be  contrary 
to  GAAP  and  if  the  transfers  between  trading  account 
and  investment  portfolio  were  done  with  the  intent  to 
falsify  published  financial  statements,  they  would 
probably  constitute  securities  fraud  in  violation  of  sec¬ 
tion  10(b)  of  the  Securities  Exchange  Act  of  1934 

I  trust  this  is  responsive  to  your  inquiry.  If  you  have  any 
questions  please  feel  free  to  contact  me  at  (202) 
447-1901. 

Owen  Carney 
Director 

Investment  Securities  Division 

★  ★  ★ 


24— October  23,  1987 

We  have  received  telephone  inquiries  from  yourself 
and  several  other  national  banks  about  whether  a 
Board  of  Directors  of  a  national  bank  can  delegate 
investment  purchase  and  sale  authority  for  all  or  a 
portion  of  their  investment  portfolio  to  a  securities  port¬ 
folio  advisor  or  consultant.  The  purpose  of  the  delega¬ 
tion  is  to  allow  the  advisor  or  consultant  to  "manage"  the 
bank’s  investment  portfolio  assets  in  an  attempt  to 
obtain  a  higher  total  return  on  the  portfolio  investments, 
i.e.,  to  maximize  income  from  both  yield  and  gains  on 
investments. 

Some  inquirers  indicate  that  it  is  necessary  to  delegate 
this  authority  because  their  own  investment  portfolio 
managers  do  not  possess  the  necessary  expertise  to 
actively  manage  their  investment  assets,  and  that  this 
lack  of  expertise  places  smaller  banks  at  a  competitive 
disadvantage  to  larger  institutions  which  are  able  to 
employ  more  knowledgeable  investment  portfolio 
managers.  The  need  for  greater  expertise  results  from 
the  relatively  low  interest  rates  which  are  currently 
available  on  short  term,  highly  liquid  investments  and 
from  the  proliferation  of  new  and  innovative  instruments 
available  for  national  bank  portfolio  investments  The 
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securities  portfolio  advisors  and  consultants  are  hold¬ 
ing  out  the  promise  of  substantially  increased  return  on 
the  banks  securities  portfolio  resulting  from  a  more 
aggressive  utilization  of  market  data  and  new  securi¬ 
ties  instruments 

The  directors  of  a  national  bank  have  a  fiduciary  duty  to 
the  shareholders,  depositors,  and  creditors  of  the 
bank  The  directors  are  charged  with  an  implied  trust  to 
use  bank  funds  only  for  permitted  purposes.  The  OCC 
has  previously  stated  in  Interpretive  Ruling  number 
7.4425  and  informed  bank  directors  (see  chapter  III 
The  Director's  Book  —  The  Role  of  a  National  Bank 
Director  and  section  501 .1  Comptroller  s  Handbook  for 
National  Bank  Examiners)  that  they  could  not  delegate 
responsibility  for  their  duties  but  could  only  assign  the 
authority  for  performance  of  those  duties  to  others.  The 
published  interpretive  ruling  and  the  Handbook  antici¬ 
pate  the  delegation  of  the  directors'  authorities  to  offi¬ 
cers  and  employees  of  the  financial  institution,  thereby 
assuring  control  and  direction  by  the  directors’  en¬ 
forcement  of  bank  policy  and  procedures  through  the 
ability  to  hire  and  fire;  compelling  accurate  and  de¬ 
tailed  management  information  systems;  and  by  direct 
and  unhindered  access  to  books  and  records  for  direc¬ 
tor  review,  oversight  and  audit.  Your  inquiry  con¬ 
templates  that  operational  decisions  and  authorities, 
such  as  decisions  to  purchase  and  sell  securities,  will 
be  assigned  to  designated  individuals  who  are  not 
employees  of  the  bank  and  to  unaffiliated  firms.  You 
indicate  that  the  bank’s  Board  of  Directors  will  still 
retain  responsibility  for  the  results  of  these  delegated 
authorities. 

National  banks  which  desire  to  assign  authority  for 
securities  transactions  to  individuals  who  are  not  em¬ 
ployed  by  the  bank  and  unaffiliated  firms  should  be 
aware  that  it  remains  the  ultimate  responsibility  of  a 
bank’s  Board  of  Directors  and  management  to  ensure 
that  the  securities  transactions  are  proper  for  bank 
investment.  The  OCC  will  not  object  to  a  national  bank 
Board  of  Directors'  delegation  of  the  authority  to  per¬ 
form  securities  transactions  to  individuals  who  are  not 
employed  by  the  bank  and  to  unaffiliated  firms.  This 
no-objection  to  the  delegation  of  this  authority  is  predi¬ 
cated  on  the  retention  of  the  directors’  responsibility  for 
the  supervision  of  the  delegated  authorities  at  the  same 
level  as  the  OCC  expects  when  the  Board  of  Directors 
delegates  authority  for  performance  of  securities 
transaction  duties  to  bank  employees.  The  following 
are  the  minimum  criteria  which  must  be  satisfied  in 
order  to  ensure  that  the  Board  of  Directors  is  fulfilling  its 
responsibilities  under  this  authority  delegation: 

•  The  delegation  of  such  authorities,  after  due 
consideration  of  all  benefits  and  risks,  is  specif¬ 
ically  authorized  by  Board  of  Director  resolution 


and  recorded  in  the  official  board  minutes.  The 
resolution  shall  be  reaffirmed  at  least  annually; 

•  Authority  to  transfer  securities  and  funds,  and 
engage  in  securities  transactions  for  the  bank 
should  be  granted  by  appropriately  executed 
corporate  resolutions  and  a  written  contract  in¬ 
dicating  starting  and  termination  dates,  all  re¬ 
muneration  to  be  paid  or  received,  cancellation 
clauses,  duties  and  responsibilities,  and  rights 
and  liabilities  of  all  parties; 

•  The  delegation  of  securities  transaction  author¬ 
ities  specifically  provides  that  the  bank  Board  of 
Directors  and  the  OCC  shall  have  timely  access 
to  all  books  and  records  pertaining  to  the  dele¬ 
gated  securities  transaction  authorities  and  in¬ 
vestment  strategies; 

•  Fees  and  expenses  associated  with  this  delega¬ 
tion  of  duties  shall  not  be  predicated  solely  upon 
the  dollar  size  of  transactions,  number  of  trans¬ 
actions  executed,  or  dollar  size  of  assets  man¬ 
aged; 

•  The  Board  of  Directors  makes  inquiry  of  others 
as  to  the  record  and  reputation  of  the  individuals 
and  companies  to  whom  duties  have  been  as¬ 
signed  and  their  ability  to  perform  assigned 
duties,  and  makes  inquiries  of  appropriate  fed¬ 
eral  and  state  regulatory  authority  to  determine 
whether  the  individuals  or  firms  are  now  subject 
to,  or  have  been  subject  to,  or  were  affiliated  with 
firms  which  have  been  the  subject  of  dis¬ 
ciplinary  action; 

•  The  delegation  of  securities  transaction  author¬ 
ities  specifically  provides  that  the  securities 
transactions  and  portfolio  management  stra¬ 
tegies  will  be  consistent  with  1 2  USC  24, 1 2  CFR 
1 ,  and  within  the  quality,  maturity,  dollar  amount, 
and  diversification  guidelines  established  by 
the  Board  of  Directors; 

•  The  delegation  of  securities  transaction  author¬ 
ities  provides  that  the  securities  transactions 
and  portfolio  management  strategies  which  use 
futures,  forward  placement  and  options  con¬ 
tracts,  repurchase  agreements,  or  securities 
lending  arrangements  be  undertaken  in  a  man¬ 
ner  which  will  be  considered  acceptable  for  a 
national  bank.  Refer  to: 

Banking  Circular  No.  79  (3rd  revision), 
dated  April  19,  1983,  for  information  on 
permissible  use  of  futures,  forward 
placement  and  options  contracts  Such 


contracts  must  be  based  on  instruments 
eligible  for  banks’  purchase  and  sale. 

-  Banking  Circular  No.  210,  dated  October 
31,  1985,  for  prudential  guidelines  for 
transactions  in  repurchase  agreements. 

-  Banking  Circular  No.  196,  dated  May  7, 
1985,  for  information  on  prudent  man¬ 
agement  of  securities  lending  arrange¬ 
ments. 


•  All  securities  transactions  effected  and/or  con¬ 
trolled  by  individuals  to  whom  authorities  have 
been  delegated  are  held  in  custody  or  safe¬ 
keeping  by  a  federally  insured  and  supervised 
depository  institution  pursuant  to  a  written 
agreement  and  in  an  account  which  is  main¬ 
tained  in  the  name  of,  and  solely  for  the  benefit 
of,  the  national  bank; 

•  The  Board  of  Directors,  or  Board  Committee, 
reviews  at  least  quarterly  all  of  its  holdings  of 
securities  to  ensure  compliance  with  applicable 
laws,  rules,  and  regulations; 

•  The  Board  of  Directors,  or  Board  Committee, 
reviews  at  least  monthly  all  transactions  in  se¬ 
curities  which  were  effected  and  all  portfolio 
strategies  employed  for  the  purpose  of  deter¬ 
mining  the  appropriateness  of  the  transactions 
and  strategies  in  accordance  with  the  signed 
delegation  of  authorities  contract,  bank’s  pres¬ 
ent  and  projected  liquidity,  earnings,  funding 
position,  portfolio  diversification,  as  well  as  suit¬ 
ability  for  investment,  etc.  Information  reviewed 
shall  include,  at  a  minimum: 

-  dates  (both  trade  date  and  settlement 
date)  of  purchase  or  sale; 

-  price  at  which  purchased  or  sold  and,  as 
appropriate,  the  present  market  value; 

-  description  of  the  security  (par  value, 
coupon,  maturity  dates,  call  or  put  dates, 
rating,  from  whom  purchased  or  to  whom 
sold); 

-  where  held;  and 

-  commitments  to  buy  or  sell  including  all 
put  or  call  dates. 

•  The  Board  of  Directors  assures,  at  least  annu¬ 
ally,  that  adequate  fidelity  or  other  insurance 


coverage  (in  dollar  amounts  which  would  ordi¬ 
narily  be  obtained  as  fidelity  coverage  for  bank 
employees)  is  available  to  the  individuals  or 
firms  to  whom  authorities  have  been  delegated 
The  fidelity  or  other  insurance  coverage  is  for  the 
purpose  of  reimbursement  to  the  bank  and  bank 
capital  for  losses  resulting  from  fraud,  or 
negligence; 

•  The  Board  of  Directors  approves  and  imple¬ 
ments  policies  and  procedures  addressing  the 
potential  for  insider  abuse  which  includes,  at  a 
minimum,  prohibitions  of: 

-  Extensions  of  credit  to  the  individual  or 
firm  to  whom  authorities  have  been  dele¬ 
gated; 

-  The  receipt  of  gifts  and  gratuities  by  bank 
officers  or  directors  from  the  individual  or 
firm  to  whom  authorities  have  been  dele¬ 
gated; 

-  Security  transactions  or  other  services  or 
contracts  between  the  individuals  or  firms 
to  whom  authorities  have  been  delegated, 
and  bank  directors  and  their  business 
interests,  and  between  bank  officers,  em¬ 
ployees  (or  their  immediate  family). 

•  The  Board  of  Directors  approves  and  imple¬ 
ments  adequate  internal  audit  procedures  to 
periodically  review  the  delegated  securities 
transaction  authorities  for  compliance  with  the 
contract,  laws,  rules,  and  regulations,  bank  pol¬ 
icy,  pricing,  and  safekeeping; 

Securities  transaction  authorities  and  portfolio  man¬ 
agement  strategies  which  are  delegated  to  individuals 
who  are  not  employed  by  the  bank  and  non-affiliated 
firms  are  frequently  undertaken  to  maximize  income 
by:  recognizing  securities  gains  while  foregoing  the 
potential  for  increased  interest  margin  spread  or  effect¬ 
ing  transactions  based  upon  predetermined  buy  or  sell 
signals.  When  the  board  delegated  authorities  are 
discretionary  in  nature,  the  compensation  paid  for  the 
portfolio  management  services  is  based,  in  total  or  in 
part,  on  yield  maximization  and/or  securities  gains 
taken;  and  once  delegated,  the  financial  institution 
does  not  have  the  ability  to  control  whether  the  securi¬ 
ties  are  held  to  maturity  or  sold,  the  securities  holdings 
that  result  from  delegated  authorities  are  to  be  ac¬ 
counted  for  and  reported  on  the  same  basis  as  Trading 
Account  Securities,  i.e. ,  Trade  date  accounting  and  a 
monthly  mark  to  market  of  items  held  All  realized  and 
unrealized  securities  gains  or  losses  must  be  recog¬ 
nized  as  they  occur.  Fees  and  expenses  associated 
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with  the  assignment  of  authority  are  to  be  recognized 
as  expenses  as  incurred  and  not  offset  to  securities 
transaction  income  or  yield. 

If  you  have  any  questions  please  contact  me  at  (202) 
447-1901. 

Owen  Carney 
Director 

Investment  Securities  Division 

★  *  * 


25 — November  5,  1987 

This  is  a  belated  response  to  your  June  4,  1987  letter 
request  for  confirmation  of  advice  given  in  a  telephone 
conversation.  You  asked  if  we  would  have  any  objec¬ 
tions  if  your  bank  purchased  permissible  mutual  fund 
shares  in  $1  million  lots,  in  order  to  take  advantage  of 
lower  fees  on  large  lot  purchases,  and  simultaneously 
resold  some  of  these  shares  to  other  members  of  a 
"chain  banking”  operation.  We  have  no  objections  to 
your  proposal  provided  your  bank  acts  as  a  fully  dis¬ 
closed  agent  for  the  other  banks. 

Owen  Carney 
Director 

Investment  Securities  Division 


26 — December  23,  1987 

Over  the  past  year  our  examiners  have  noted  three 
different  types  of  privately  placed  securities  which  had 
been  sold  to  national  banks  by  your  organization.  The 
securities  included:  shares  in  Certificate  of  Deposit 
Trusts  of  various  series;  Interval  Ownership  Contract 
Pass-Through  Certificates,  ***  Corporation  seller/ 
servicer;  and  Capital  Markets  Funding,  Inc.,  CARs, 
First  National  Bank  of  ***  seller/servicer.  In  each  case 
the  determination  has  been  made  that  these  securities 
are  not  eligible  for  national  bank  investment  because 
they  are  not  considered  “marketable.”  We  know  of  no 
basis  for  concluding  privately  placed  securities,  with 
the  requisite  marketing  restrictions,  could  satisfy  the 
requirement  that  an  “investment  security”  be  "market¬ 
able  "  Please  advise  your  sales  staff  to  stop  marketing 
privately  placed  securities  to  national  banks  as  eligible 
investments. 

As  you  know,  in  certain  situations  privately  placed 
securities  may  be  acquired  by  banks  as  loans.  For 
example  the  CARs  deal  originated  and  serviced  by  the 
***  bank  is  clearly  a  loan  (not  an  asset  sale)  to  that 
bank  However,  for  various  reasons  the  other  offerings 


cannot  be  viewed  as  loans  and  are  considered  illegal 
investments.  Your  assistance  in  helping  your  banks’ 
customers  correct  these  violations  would  be  appre¬ 
ciated. 

If  you  have  any  questions,  please  feel  free  to  contact 
me  at  (202)  447-1901. 

Owen  Carney 
Director 

Investment  Securities  Division 

★  ★  ★ 


27 — January  5,  1988 

This  is  in  response  to  your  November  12,  1987  letter  in 
which  you  refer  to  Owen  Carney's  October  23,  1987 
letter  about  a  national  bank’s  delegation  of  operational 
decisions  and  authorities,  such  as  decisions  to  pur¬ 
chase  and  sell  securities,  to  individuals  who  are  not 
employees  of  the  bank  and  to  unaffiliated  firms.  In  your 
letter  you  raise  two  basic  issues:  discretionary  man¬ 
agement;  and  mark  to  market  accounting. 

I  Discretion 

You  indicate  that  ***  will  have  discretionary  authority  to 
execute  trades  but  that  ***’s  authority  will  be  limited  to 
the  overall  investment  policy  guidelines  established  by 
the  bank's  directors.  After  a  review  of  the  transactions, 
the  bank’s  directors  would  have  the  ability  and  the  right 
to  direct  ***  to  sell  a  security  if  it  does  not  meet  their 
approval.  You  conclude  that  the  bank’s  board  of  direc¬ 
tors  therefore  has  set  the  policy  and  that  Integrated  is 
functioning  as  a  “quasi-employee”  who  could  be  fired 
based  upon  its  ability  (or  inability)  to  carry  out  the 
board’s  directions. 

You  also  assert  that  ***'s  discretionary  authority  for 
portfolio  transactions  is  essential  to  allow  you  to  act 
quickly  when  an  opportunity  (to  buy  or  sell)  presents 
itself  in  order  to  get  the  best  possible  price. 

We  have  considered  the  issue  that  a  firm  functioning  in 
a  manner  similar  to  Integrated  may  be  functioning  as  a 
“quasi-employee”  of  the  bank's  directors.  However, 
***'s  contractual  agreement  with  the  board  goes  be¬ 
yond  merely  providing  advice  and  strategies  for  in¬ 
vestment  and  also  extends  to  timing,  execution,  selec¬ 
tion  of  securities  dealers,  and  to  the  extent  possible, 
searching  for  and  negotiation  of  prices  predicted  on 
volume  discounts.  We  have  determined  that  a  com¬ 
pany  which  has  been  delegated  operational  decisions 
and  decisions  as  to  the  timing  of  the  purchase  and  sale 
of  securities  is  not  an  employee  or  “quasi-employee"  of 
the  bank  All  of  the  board's  information  as  to  purchase 


and  sale  of  securities  is  received  "after-the-fact.”  Con¬ 
sequently,  once  the  authorities  have  been  delegated 
the  board  does  not  have  the  ability  to  control  which 
securities  have  been  purchased  and  sold,  or  whether 
securities  Integrated  buys  are  held  to  maturity. 

II.  Mark  to  Market  Accounting 

***'s  client  banks  objectives  are  to  “maximize  income." 
You  indicate  that  by  requiring  Mark  to  Market  reporting 
and  recording,  the  OCC  is  limiting  a  bank’s  ability  to 
compete  with  larger  banks  which  have  the  capital  to 
hire  an  in-house  investment  staff,  and  is  consequently 
subjecting  the  smaller  bank’s  depositors  and  stock¬ 
holders  to  additional  risk.  Presumably  you  are  referring 
to  the  risk  that  the  prices  of  the  securities  acquired  wiil 
fall. 

The  ability  to  control  securities  transactions  and  to  have 
the  intent  and  capacity  to  hold  them  to  maturity  is  a 
necessary  GAAP  requirement  in  order  to  maintain  in¬ 
vestments  at  cost  instead  of  reflecting  changes  in  their 
market  value.  Bank  portfolios  managed  by  "in-house” 
staff  for  the  purposes  of  “income  maximization,”  or  the 
concept  of  "total  return,”  or  a  plan  of  disposal  based 
upon  timing  model  assumptions  or  predictions  of  mar¬ 
ket  conditions  may  be  viewed  by  this  office  as  being 
managed  for  speculative  intent  (i.e. ,  trading)  and  may 
be  required  to  be  reported  and  recorded  on  a  mark  to 
market  or  the  lower  of  cost  or  market  basis. 

We  have  carefully  considered  the  potential  impact  of 
our  accounting  approach  for  delegated  portfolio  ac¬ 
tivities  to  a  bank's  earnings  and  capital.  We  have  de¬ 
termined  that  the  benefits  associated  with  manage¬ 
ment  accountability,  a  more  accurate  assessment  of  a 
bank's  earnings  strength,  and  of  being  consistent  with 
GAAP  outweighed  the  negative  implications  con¬ 
cerning  earnings  fluctuations.  Although  we  agree  that 
there  are  negative  effects  on  earnings  and  capital 
which  result  from  the  mark  to  market  or  the  lower  of  cost 
or  market  reporting  treatment  of  discretionary  securi¬ 
ties  accounts,  we  think  an  informed  bank  management 
is  capable  of  controlling  and  limiting  such  results 
through  responsible  investment  decisions  and  respon¬ 
sible  investment  delegation. 

I  note  in  your  letter  that  your  fee  for  services  is  to  be 
based  on  the  assets  under  management  and  not  the 
number  of  trades  completed  or  the  profit  taken.  Our 
past  experience  indicates  that  this  arrangement  may 
increase  the  potential  for  risk  to  the  bank  because 
discretionary  managers  have  in  the  past  increased  the 
dollar  amount  of  assets  under  management  by  using 
leverage  transactions  such  as:  commitments;  repur¬ 
chase  and  reverse  repurchase  agreements;  and  se¬ 
curities  borrowing  and  lending  arrangements.  Please 


be  advised  that  the  OCC  objects  to  a  fee  structure 
based  solely  on  the  dollar  size  of  the  assets  under 
management  unless  the  bank's  board  of  directors  has 
established  prudent  dollar  amount  limits  on  the  total 
amount  under  management. 

I  appreciate  your  views  and  hope  this  has  been  re¬ 
sponsive  to  your  inquiry. 

Malcolm  P.  Northam 

Deputy  Director 

Investment  Securities  Division 

★  ★  ★ 


28 — August  1 ,  1988 

This  is  in  response  to  your  July  5, 1 988  letter  to  Robert  J 
Herrmann,  Senior  Deputy  Comptroller  for  Bank  Super¬ 
vision,  concerning  the  proposed  conditions  for  exemp¬ 
ting  stripped  mortgage-backed  securities  (SMBSs) 
from  the  provisions  of  Investment  Company  Act  of 
1940. 

The  proposed  conditions  contained  in  paragraph  2 
Draft  No.  1  dated  July  5,  1988  appear  to  parallel  the 
language  contained  in  Banking  Circular  No.  228  and 
are  consistent  with  the  recommendations  of  that  cir¬ 
cular.  However,  the  banking  circular  only  addresses 
supervisory  policy  and  prudential  banking  issues  and 
does  not  speak  to  the  requirements  of  the  statutes  and 
regulations  administered  by  the  Comptroller  of  the 
Currency.  In  this  regard,  you  should  understand  that 
both  the  statute  and  the  regulation  that  limit  the  eligi¬ 
bility  of  certain  securities  for  investment  by  national 
banks  (12  USC  24,  seventh  paragraph  and  12  CFR  1) 
condition  the  eligibility  of  many  types  of  securities  upon 
the  security  being  commonly  known  as  an  “investment 
security”  and  readily  “marketable.”  The  term  “invest¬ 
ment  security"  generally  includes  debt  instruments  in 
the  top  four  rating  classifications.  The  OCC  staff  has 
traditionally  viewed  marketable  securities  to  include 
only  those  securities  which  are  not  subject  to  remarket¬ 
ing  restrictions  such  as  those  restrictions  that  apply  to 
privately  placed  securities.  In  the  case  of  SMBSs,  the 
marketability  requirement  will  be  satisfied  or  inappli¬ 
cable  if  the  SMBS:  is  a  U  S.  government  or  federal 
agency  obligation;  a  “mortgage  related  security,"  or 
otherwise  exempted  in  a  manner  that  would  not  restrict 
its  marketability.  SMBSs  which  are  subject  to  private 
placement  resale  restrictions  would  not  be  eligible  for 
investment  by  a  national  bank  for  its  own  account 
However,  because  of  the  potential  usefulness  of 
SMBSs  to  sophisticated  mortgage  bankers  as  hedging 
instruments,  we  would  permit  national  banks  to  acquire 
SMBSs  as  hedging  instruments  under  the  "incidental  to 
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banking  '  authority  found  in  12  USC  24  We  had  pre¬ 
viously  made  similar  accommodations  under  this  inci¬ 
dental  powers  section  for  bank  acquisition  of  futures 
and  options  contracts  for  the  specific  purpose  of  risk 
reduction  (see  the  highlighted  language  in  the  en¬ 
closed  banking  circular  on  national  bank  use  of  fu¬ 
tures).  Accordingly,  you  may  wish  to  include  a  refer¬ 
ence  to  "risk  reduction”  or  use  of  SMBSs  by  “hedgers” 
as  part  of  the  proposed  conditions. 

As  noted  in  your  letter,  SMBSs  add  complexity  to  an 
already  complex  area  If  you  have  additional  questions 
or  simply  wish  to  confirm  your  understanding  of  our 
views,  please  contact  me  at  (202)  447-1901. 

Owen  Carney 
Director 

Investment  Securities  Division 

★  ★  ★ 


29 — August  3,  1988 

This  is  in  response  to  your  letter  submitted  on  behalf  of 
***  (Bank).  You  letter  indicates  that  the  Bank  was  in¬ 
formed  by  national  bank  examiners  that  the  Bank's 
investments  in  two  separate  trusts,  each  of  which  is 
backed  by  vehicle  receivables  of  General  Motors  Ac¬ 
ceptance  Corporation  (GMAC),  which  also  guarantees 
the  first  5  percent  of  losses,  should  be  treated  as 
investments  in  the  securities  of  one  obligor,  that  is,  of 
GMAC.  If  the  Bank's  investments  in  the  individual  trusts 
are  considered  to  be  an  investment  issued  or  sup¬ 
ported  by  a  single  obligor,  the  aggregate  amount  of  the 
Bank's  investment  would  exceed  the  investment  limit 
imposed  by  12  U.S.C.  24(7).  You  request  confirmation 
of  the  Bank’s  position  that  investments  in  each  of  the 
trusts  should  be  considered  investments  in  obligations 
of  separate  entities. 

It  has  long  been  a  regulatory  concern  that  banks  may 
engage  in  investment  practices  that  result  in  undue 
concentration  of  the  bank’s  capital  in  assets  payable 
from  a  single  source  or  similar  sources.  This  concern  is 
diminished  by  the  statutory  limitations  or  investments  in 
and  loans  by  national  banks  to  a  single  entity.  The 
policy  behind  these  limitations  is  driven  by  the  sub¬ 
stance  of  exposure  and  is  not  limited  by  the  form  of  the 
investment  or  loan  Accordingly,  with  the  development 
of  new  types  of  investment  opportunities,  we  consider 
the  economic  substance  of  each  type  of  investment  in 
order  to  ensure  that  national  bank  investment  in  this 
type  of  security  is  consistent  with  the  risk  reduction 
approach  imposed  by  the  investment  limitation.  Gen¬ 
erally  when  a  national  bank  invests  in  a  pool  of  loans 
originated  by  one  entity  and  packaged  for  resale  by 
that  same  entity,  it  is  clear  from  the  circumstances 


surrounding  the  transaction  that  the  investor,  and  in¬ 
deed  the  entire  market,  places  substantial  reliance  on 
the  underwriting  and  servicing  expertise  of  the  orig¬ 
inator  of  the  loans  as  assurance  that  the  ultimate  ob¬ 
ligors  will  repay  their  individual  obligations  according 
to  the  terms  of  the  loan  agreements  A  similar  type  of 
reliance  is  placed  on  the  packager  whose  name  on  the 
issue  implies  an  assurance  that  the  underlying  receiv¬ 
ables  have  been  qualified  or  screened  by  the  pack¬ 
ager  This  is  usually  the  case  even  in  situations  where 
the  loan  originator/packager  bears  no  direct  respon¬ 
sibility  for  ultimate  payment  of  the  security  or  under¬ 
lying  loan  obligations.  In  the  instant  case,  GMAC's 
guaranty  against  all  foreseeable  losses  removes  any 
doubt  about  who  the  investor  is  looking  to  for 
repayment. 

The  precedents  cited  in  your  letter  on  behalf  of  the 
Bank’s  position  generally  involve  the  OCC’s  treatment 
of  national  bank  investments  in  industrial  development 
bonds  (IDBs)  issued  by  municipal  agencies.  In  several 
letter  rulings  dating  back  to  1965,  the  OCC  has  con¬ 
cluded  that  the  industrial  tenant  is  the  "obligor”  on 
bonds  issued  by  a  governmental  entity  where  the  ten¬ 
ant’s  rental  payments  under  a  noncancellable  lease  is 
the  source  for  repayment  of  the  obligation  and  the 
governmental  entity  bears  no  responsibility  for  re¬ 
payment.  This  type  of  transaction  is  the  subject  of 
Interpretive  Ruling  12  C.F.R.  7.7570,  which  provides: 

The  10  percent  investment  limitation  of  12  U.S.C. 
24(7)  may  be  applied  separately  to  each  security 
issue  of  a  single  issuer  of  such  securities,  if  the 
proceeds  of  each  issue  are  to  be  used  to  acquire 
and  lease  real  estate  and  related  facilities  to 
economically  and  legally  separate  industrial  ten¬ 
ants  and  each  issue  is  payable  solely  from  and 
secured  by  a  first  lien  on,  the  revenues  to  be 
derived  from  rental  paid  by  such  lessee  under  net 
noncancellable  leases. 

The  liberal  application  of  investment  limitations  ac¬ 
corded  this  type  of  security  recognizes  the  economic 
reality  and  risk  of  the  security  by  acknowledging  that  it 
is  the  industrial  tenant,  and  not  the  issuer  of  the  bonds, 
that  is  relied  upon  to  repay  the  obligation  represented 
by  the  bonds.  In  evaluating  whether  to  invest  in  such 
securities,  the  investor  assesses  the  ability  of  the  tenant 
to  make  the  necessary  lease  payments  and  does  not 
rely  on  the  expertise  of  the  issuer  of  the  bond  in  select¬ 
ing  the  tenant.  Consequently,  the  industrial  tenant  is 
considered  the  “economic  obligor"  on  the  bond  and  a 
national  bank  must  apply  the  investment  or  loan  limit  to 
its  aggregate  advances  to  the  industrial  tenant 

Such  treatment  is  inappropriate  for  the  securities  in  the 
present  instance  since  the  Bank  cannot  (and  in  this 
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case  has  not)  realistically  evaluate  the  individual  ob¬ 
ligors  in  the  loan  pool.  Instead,  the  Bank  relies  directly 
on  GMAC's  expertise  in  originating  the  loans,  including 
the  collateral  and  guaranty  arrangements  established 
by  GMAC,  as  its  assurance  of  repayment.  Thus 
GMAC’s  performance  becomes  a  significant  part  of  the 
risk  assumed  by  the  Bank  when  investing  in  these 
trusts. 

Accordingly,  we  conclude  that  investments  in  separate 
trusts  funded  by  the  receivables  of  one  company  and 
guaranteed  by  that  same  company  should  be  treated 
as  investments  in  the  securities  of  "one  obligor”  when 
determining  whether  a  bank  has  compiled  with  the 
investment  limits  of  12  U.S.C.  24  and  12  C.F.R.  1. 

While  our  views  on  this  matter  have  been  influenced  by 
the  originator's  guaranty  of  all  foreseeable  losses,  the 
most  important  consideration  in  our  evaluation  is  the 
fact  that  investors,  rating  services  and  independent 
guarantors  clearly  place  a  great  deal  of  repayment 
reliance  on  the  expertise  of  the  originator,  packager 
and  servicer  of  securitized  loans.  Regardless  of  statu¬ 
tory  limitations  or  the  absence  of  legal  limits  (see  the 
Secondary  Mortgage  Market  Enhancement  Act)  pru¬ 
dential  name  limitations  should  be  applied  to  the  orig¬ 
inator,  packager  and  guarantor  for  all  investments  in 
asset  backed  securities.  An  institutional  investor  would 
be  abdicating  their  responsibilities  if  they  failed  to 
establish  name  limitations  for  their  investments  in  se¬ 
curitized  loans. 

I  trust  this  has  been  responsive  to  your  inquiry.  Please 
call  me  at  (202)  447-1901  if  you  have  any  questions. 

Owen  Carney 
Director 

Investment  Securities  Division 

★  ★  ★ 


30 — October  13,  1988 

You  have  requested  guidance  from  us  concerning  the 
preferred  method  for  amortizing  and  accreting  bond 
premiums  and  discounts.  You  are  requesting  this  in¬ 
formation  as  a  result  of  the  Tax  Act  of  1987  which 
requires  a  constant,  scientific  or  level  yield  amortization 
on  bonds  currently  purchased. 

This  issue  is  governed  by  Statement  of  Financial  Ac¬ 
counting  Standards  No.  91  (FAS  91).  FAS  91  estab¬ 
lishes  financial  accounting  standards  for  the  accretion 
of  discounts  and  the  amortization  of  premiums  associ¬ 
ated  with  the  purchase  of  debt  securities  including 
Treasury  Notes  and  Bonds  and  various  asset  backed 


securities  such  as  pass-through  certificates,  col¬ 
lateralized  mortgage  obligations  and  other  securitized 
loan  products. 

FAS  91  generally  requires  the  interest  method  for  rec¬ 
ognizing  premiums  and  discounts.  Under  this  method 
premiums  and  discounts  on  debt  instruments  must  be 
amortized  at  a  constant  yield  over  the  contractual  ma¬ 
turity  of  the  investment  and  adjustments  are  made  for 
the  actual  prepayments  received.  At  the  time  prepay¬ 
ments  are  received  an  appropriate  percentage  of  the 
unamortized  net  premium  or  discount  is  recognized. 

The  practice  of  amortizing  premiums  or  discounts  over 
the  estimated  life  of  an  investment  regardless  of  actual 
prepayment  experience  is  no  longer  acceptable.  If  the 
timing  and  amount  of  prepayments  for  a  bank's  secur¬ 
itized  investments  can  be  reasonably  estimated  then 
the  bank  may  use  anticipated  prepayments  in  applying 
the  interest  method.  However,  if  a  difference  arises 
between  the  anticipated  prepayments  and  actual  pre¬ 
payments  received,  the  bank  must  recalculate  the 
effective  yield  to  reflect  actual  payments  to  date  and 
anticipated  future  payments.  The  net  investment  in  the 
securities  is  adjusted  to  the  amount  that  would  have 
existed  had  the  new  effective  yield  been  applied  since 
the  securities  were  acquired  with  a  corresponding 
charge  or  credit  to  interest  income. 

Appendix  B  of  FAS  91  contains  examples  which  illus¬ 
trate  the  differences  in  these  two  approaches  to  am¬ 
ortization  of  the  premium  or  discount.  These  cases  are 
attached  for  your  review.  Case  two  illustrates  the  ap¬ 
propriate  accounting  when  amortization  is  based  on 
the  contractual  period  and  prepayment  occurs.  Case 
four  illustrates  the  appropriate  accounting  when  the 
amortization  period  assumes  an  estimated  prepay¬ 
ment  pattern  and  actual  prepayments  differ  from  the 
anticipated  amounts. 

Because  this  accounting  treatment  may  be  sig¬ 
nificantly  different  from  the  manner  in  which  banks 
have  previously  accounted  for  their  investment  securi¬ 
ties  we  suggest  you  advise  your  clients  to  consult  with 
their  Certified  Public  Accountants  concerning  the  ap¬ 
plication  of  FAS  91  to  their  investment  holdings 

I  trust  this  is  responsive  to  your  inquiry. 

Owen  Carney 
Director 

Investment  Securities  Division 

The  attachment  is  not  reproduced  here  because  of 
space  limitations. 

★  ★  * 
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Securities  and  Corporate  Practices  Letter 

March  23,  1989 

This  is  in  response  to  your  letter  of  January  12,  1988 
requesting  interpretive  advice  concerning  the  re¬ 
quirements  for  shareholder  approval  of  a  series  of 
preferred  stock  to  be  issued  by  a  national  bank  if  that 
bank's  articles  of  association  delegate  to  the  bank's 
board  of  directors  the  authority  to  establish  and  deter¬ 
mine  the  terms  of  various  series  of  preferred  stock 
("blank  check”  or  “serial”  preferred  stock). 

You  believe  that  while  12  U.S.C.  §  51a  effectively  re¬ 
quires  Comptroller  and  shareholder  approval  of  an 
amendment  to  the  articles  of  association  to  authorize 
preferred  stock  for  issuance,  it  does  not  require  that 
such  approval  cover  the  terms  of  each  class  to  be 
issued.  Further,  you  believe  that  while  12  U.S.C.  §  51  b 
states  that  a  bank  “may”  provide  in  the  articles  of 
association  the  terms  of  the  preferred  stock,  it  does  not 
require  that  every  term  of  each  class  be  so  included. 

The  pertinent  language  of  12  U.S.C.  §  51a  states  that 
national  banks  may: 

with  the  approval  of  the  Comptroller  of  the  Cur¬ 
rency  and  by  vote  of  shareholders  owning  a  ma¬ 
jority  of  the  stock  of  such  association  .  .  .  issue 
preferred  stock  of  one  or  more  classes,  in  such 
amount  and  with  such  par  value  as  shall  be  ap¬ 
proved  by  said  Comptroller,  and  make  such 
amendments  to  its  articles  of  association  as  may 
be  necessary  for  this  purpose. 

The  pertinent  language  of  12  U.S.C.  §  51b  provides 
that: 

the  holders  of  such  preferred  stock  shall  be  en¬ 
titled  to  receive  such  cumulative  dividends  and 
shall  have  such  voting  and  conversion  rights  and 
such  control  of  management,  and  such  stock 
shall  be  subject  to  retirement  in  such  manner  and 
upon  such  conditions  as  may  be  provided  in  the 
articles  of  association  with  the  approval  of  the 
Comptroller  of  the  Currency. 

Section  51a  clearly  requires  shareholder  and  Comp¬ 
troller  approval  for  the  issuance  of  preferred  stock. 
Section  51a  also  indicates  that  when  a  bank  issues 
preferred  stock  it  is  required  to  make  such  amend¬ 
ments  as  may.be  necessary  to  its  articles  of  associa¬ 
tion  Section  51  b  states  that  the  articles  will  determine 
cumulative  dividends,  voting  rights,  conversion  rights, 
control  of  management  and  retirement  of  preferred 
stock  In  addition,  1 2  C  F  R  §  5  46(d)(3)  and  (4)  require 
shareholder  approval  of  amendments  to  articles  of 


association  for  changes  in  the  par  value  of  preferred 
stock  or  reductions  in  the  aggregate  amount  of  pre¬ 
ferred  stock  through  a  change  in  part  value  or  other¬ 
wise.  Interpretive  Ruling  7.6050  requires  that  the  arti¬ 
cles  of  association  of  a  national  bank,  by  affirmative 
vote  of  the  holders  of  two-thirds  of  the  bank's  out¬ 
standing  voting  shares,  must  provide  for  or  specifically 
negate  the  vesting  of  preemptive  rights  in  the  share¬ 
holders  thereof. 

In  light  of  the  above  statutory  and  regulatory  scheme, 
our  current  supervisory  policy  requires  that  share¬ 
holders  approve  amendments  to  the  articles  of  associ¬ 
ation  to  authorize,  increase  or  decrease  the  amount  of, 
or  change  the  par  value  of,  preferred  stock  and  to 
establish  features  such  as  preemptive  rights,  dividend 
rights,  voting  rights,  conversion  rights  and  the  manner 
and  conditions  of  retirement  of  the  preferred  stock. 
Directors  should  not  have  unfetterred  discretion  to 
change  the  capital  structure  of  a  bank  without  share¬ 
holder  approval.  However,  we  have  no  objection  to  a 
bank’s  articles  of  association  delegating  to  the  board  of 
directors  the  authority  to  set  exact  interest  rates  and 
definite  maturity  dates  for  issuances  of  preferred  stock, 
if  applicable,  provided  that  shareholders  approve  the 
other  features  of  preferred  stock  required  under  the 
foregoing  supervisory  policy.  Such  delegations  may 
provide  banks  with  the  necessary  flexibility  to  set  the 
interest  rate  and  maturity  date  to  reflect  recent  changes 
in  the  marketplace.  Although  12  U.S.C.  §  51b  requires 
that  the  manner  and  conditions  of  retirement  of  pre¬ 
ferred  stock  be  provided  in  the  articles  of  association,  it 
does  not  preclude  shareholders  from  delegating  to  the 
board  of  directors  the  authority  to  set  specific  maturity 
dates. 

When  shareholders  are  asked  to  approve  an  amend¬ 
ment  to  the  articles  of  association  delegating  to  the 
board  of  directors  the  authority  to  determine  interest 
rates  and  maturity  dates  of  preferred  stock,  they  should 
be  provided  with  full  disclosure,  in  accordance  with  the 
antifraud  and  other  applicable  provisions  of  the  securi¬ 
ties  laws,  of  the  effects  of  such  action,  including  the 
advantages  and  disadvantages  of  such  procedure  as 
it  relates  to  such  factors  as  changes  in  capital  struc¬ 
ture,  fairness,  the  condition  of  the  bank,  etc.  In  addition, 
in  accordance  with  the  general  requirement  of  12 
U.S.C.  §  51a  that  a  national  bank  make  such  amend¬ 
ments  to  its  articles  of  association  as  may  be  necessary 
to  issue  preferred  stock,  the  articles  of  association 
should  be  amended  to  require  that  resolutions  of  the 
board  which  set  interest  rates  and  specific  maturity 
dates  be  incorporated  by  reference  into  and  filed  as 
part  of  the  bank's  articles  of  association. 

We  hope  that  this  letter  will  be  of  assistance  to  you 
Please  note  that  the  advice  herein  concerning  the  legal 
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requirements  for  the  issuance  of  serial  preferred  stock 
is  intended  to  be  general  in  nature,  and  should  not  be 
interpreted  as  an  opinion  on  the  permissibility  of  a 
preferred  stock  issuance  by  any  particular  bank. 


Michael  C.  Dugas 
Senior  Attorney 

Securities  &  Corporate  Practices  Division 
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Mergers  —  January  1  to  March  31,  1989 

Mergers  consummated  involving  two  or  more  operating  banks. 


Page 

January  1 ,  1989 

The  American  National  Bank  of  Bristow,  Bristow,  Oklahoma 
Citizens  Bank,  National  Association,  Sapulpa,  Oklahoma 

Merger  .  109 

January  1 ,  1989 

Bank  One,  Indianapolis,  National  Association,  Indianapolis, 
Indiana 

Bank  One,  Carmel,  Carmel,  Indiana 

Merger .  109 

January  1 ,  1989 

The  Citizens  and  Southern  National  Bank  of  Florida,  Fort 
Lauderdale,  Florida 

The  Citizens  and  Southern  Bank  of  Florida,  Tallahassee, 

Florida 

Merger  .  109 

January  1,  1989: 

Commerce  Bank  of  St.  Louis,  National  Association, 

Clayton,  Missouri 

Commerce  Bank  of  Jefferson  County,  National  Association, 
Festus,  Missouri 

Merger  . 109 

January  1,  1989 

Commercial  National  Bank  of  Peoria,  Peoria,  Illinois 
Prospect  National  Bank  of  Peoria,  Peoria,  Illinois 
University  National  Bank  of  Peoria,  Peoria,  Illinois 


Merger  .  109 

January  1 ,  1989 

First  National  Bank  of  Abilene,  Abilene,  Texas 
Bank  of  Commeice,  Abilene,  Texas 

Merger  .  110 

January  1 ,  1989 


First  of  America  Bank-Michigan,  National  Association, 
Kalamazoo.  Michigan 

First  of  America  Bank-South  Central,  National  Association, 
Quincy,  Michigan 

Merger  .  110 

January  1 ,  1989 

The  Huntington  National  Bank  of  Hamilton  County, 

Noblesville,  Indiana 

The  Huntington  National  Bank  of  Indiana,  Danville,  Indiana 

Merger  .  110 

January  1 ,  1989 

Kellogg-Citizens  National  Bank  of  Green  Bay,  Green  Bay, 
Wisconsin 

Associated  De  Pere  Bank,  De  Pere,  Wisconsin 

Merger  .  110 

January  1 ,  1989 

Liberty  National  Bank  and  Trust  Company  of  Southern 
Indiana,  Charlestown,  Indiana 
Liberty  National  Bank  and  Trust  Company  of  Indiana, 


Corydon,  Indiana 

Merger  .  110 

January  1 ,  1989 

Texas  National  Bank,  El  Paso,  Texas 
Coronado  Bank,  El  Paso,  Texas 

Merger  .  110 

January  2,  1989 

National  Bank  of  Detroit,  Detroit,  Michigan 
Wyandotte  Savings  Bank,  Wyandotte,  Michigan 

Merger  .  Ill 

January  3,  1989 


The  Old  National  Bank  of  Martinsburg,  Martinsburg,  West 
Virginia 

The  Old  National  Bank  of  Jefferson  County,  Ranson,  West 
Virginia 

Merger  111 


Page 

January  6.  1989 

The  First  National  Bank  in  Glidden  Glidden.  Iowa 
Lohrville  Savings  Bank,  Lohrville,  Iowa 

Merger  .  Ill 

January  12,  1989 

Hibernia  National  Bank,  New  Orleans  Louisiana 

The  National  Bank  of  Bossier  City,  Bossier  City,  Louisiana 

Merger  .  Ill 

January  13,  1989 

First  Florida  Bank,  National  Association,  Tampa,  Florida 
First  Florida  Bank  of  Pasco  County,  National  Association 
Port  Richey,  Florida 

Merger  .  Ill 

January  13,  1989: 

First  Interstate  Bank  of  Washington,  National  Association, 
Seattle,  Washington 

Bank  of  Spokane,  Spokane,  Washington 

Merger  .  112 

January  19,  1989. 

Community  National  Bank,  Austin,  Texas 
Oak  Hill  National  Bank,  Austin,  Texas 

Merger  .  113 

January  19,  1989: 

Union  National  Bank  of  Texas,  Austin,  Texas 

First  National  Bank  of  Cedar  Park,  Cedar  Park,  Texas 

Merger  .  113 

January  20,  1989 

Plymouth-Home  National  Bank,  Brockton,  Massachusetts 
Bank  of  New  England  Interim  National  Bank  No  3,  Boston, 
Massachusetts 

Bank  of  Cape  Cod,  Falmouth,  Massachusetts 

Merger  .  113 

January  23,  1989 

Community  Bank  &  Trust,  National  Association,  Fairmont, 

West  Virginia 

Community  Bank  &  Trust  Stonewall,  National  Association 
Weston,  West  Virginia 

Merger  . 113 

January  23,  1989 

The  Farmers  National  Bank  of  Osborne,  Osborne,  Kansas 
Farmers  National  Bank  of  Gaylord,  Gaylord,  Kansas 

Merger  . 113 

January  26,  1989 

The  National  Bank  of  Commerce  of  Altus,  Altus,  Oklahoma 
Oakwood  National  Bank,  Enid,  Oklahoma 

Merger  .  113 

January  26,  1989 

Tomball  National  Bank,  Tomball,  Texas 

Community  Bank,  National  Association,  Pinehurst,  Texas 

Merger  .  1 14 

January  27,  1989 

Fidelity  National  Bank  of  Dallas,  Dallas,  Texas 
First  State  Bank  of  Texas.  Duncanville,  Texas 

Merger  .  114 

January  27,  1989 

Sun  National  Bank,  Medford,  New  Jersey 
Capitol  State  Bank,  Trenton,  New  Jersey 

Merger  .  1 14 

January  30,  1989 

First  National  Bank  in  Morrill,  Morrill  Nebraska 
Minatare  State  Bank,  Minatare,  Nebraska 
Merger  114 

January  30,  1989 

First  Western  National  Bank  of  Carrollton,  Carrollton  Texas 
First  Western  National  Bank  of  Plano,  Plano  Texas 
First  Western  National  Bank  of  Mesquite.  Mesquite  Texas 
Merger .  114 
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January  31  1989 

The  Fourth  National  Bank  of  Tulsa.  Tulsa  Oklahoma 
United  Bank  Tulsa  Oklahoma 

Merger  114 

January  31  1989 

Texas  Bank,  National  Association.  San  Antonio,  Texas 
Metropolitan  National  Bank  San  Antonio.  Texas 
Merger  115 

February  1  1989 

First  American  National  Bank  Nashville,  Tennessee 
First  American  Bank,  Greenback,  Tennessee 
United  Southern  Bank  of  Cannon  County,  Woodbury, 
Tennessee 

Merger  115 

February  3.  1989 

Bank  One,  Neenah  National  Association,  Neenah. 

Wisconsin 

Bank  One,  Larsen,  Larsen,  Wisconsin 

Merger  116 

February  3,  1989 

Star  Bank,  National  Association,  Eastern  Indiana, 

Richmond,  Indiana 

Star  Bank  of  Fayette  County,  Bentonville,  Indiana 

Merger  .  116 

February  6  1989 

U  S  Bank  of  Washington,  National  Association,  Seattle, 
Washington 

Northwestern  Commercial  Bank,  Bellingham,  Washington 

Merger  .  116 

February  14,  1989 

Union  National  Bank,  Lowell,  Massachusetts 
Bank  of  New  England  Interim  National  Bank  No  1,  Boston, 
Massachusetts 

Merger  116 

February  16,  1989 

The  Frost  National  Bank  of  San  Antonio,  San  Antonio, 

Texas 

Westpoint  National  Bank,  San  Antonio.  Texas 
Merger  116 

February  16,  1989 

Hibernia  National  Bank,  New  Orleans,  Louisiana 
Louisiana  Bank  &  Trust  Company,  Shreveport,  Louisiana 

Merger  ,  .......  .  116 

February  16,  1989 

Texas  Commerce  Bank,  National  Association,  Houston, 

Texas 

Security  Bank,  Houston,  Texas 

Merger  . 117 

February  17  1989 

NCNB  Texas  National  Bank,  Dallas  Texas 
The  First  State  Bank,  Abilene,  Texas 

Merger  117 

February  24,  1989 

Inwood  National  Bank  of  Dallas,  Dallas,  Texas 
Centennial  National  Bank,  Richardson,  Texas 

Merger  .  118 

March  3,  1989 

The  Frost  National  Bank  of  San  Antonio,  San  Antonio, 

Texas 

Frost  Bank  North  Austin,  National  Association,  Austin 
Texas 

Merger  118 

March  6  1989 

U  S  Bank  of  Washington,  National  Association.  Seattle. 
Washington 

Auburn  Valley  Bank,  National  Association,  Auburn, 

Washington 

Merger  ,  118 

March  9  1989 

First  Commercial  Bank,  National  Association,  Seguin, 

Texas 

Lakeway  National  Bank,  Austin,  Texas 

Merger  118 


March  10,  1989 

Vail  National  Bank,  Vail,  Colorado 
Avon  National  Bank.  Avon,  Colorado 

Merger  118 

March  13,  1989 

The  Boatmen's  National  Bank  of  Springfield  Springfield 


Missouri 

Centerre  Bank  of  Springfield  Springfield  Missouri 
Merger  118 

March  13,  1989 

The  Indiana  National  Bank,  Indianapolis,  Indiana 
Morgan  County  Bank  &  Trust  Company,  Eminence,  Indiana 

Merger  .  .  1 19 

March  13,  1989 

Southeast  Bank,  National  Association,  Miami,  Florida 
Southbank  of  Tallahassee,  Tallahassee,  Florida 

Merger  119 

March  16,  1989 

The  First  National  Bank  of  Rotan,  Rotan,  Texas 
The  Farmers  &  Merchants  State  Bank,  Ballinger,  Texas 

Merger  . 119 

March  16,  1989 

Hibernia  National  Bank,  New  Orleans,  Louisiana 
Livingston  Bank,  Denham  Springs,  Louisiana 

Merger  .  119 

March  1 7,  1989 

Eastern  National  Bank,  Hialeah,  Florida 
Enterprise  Bank  of  Florida.  Miami  Lakes,  Florida 

Merger  . 119 

March  21,  1989: 

First  Bank.  National  Association,  Minneapolis,  Minnesota 
Suburban  National  Bank,  Eden  Prairie,  Minnesota 

Merger  .  119 

March  23,  1989: 

Metrobank,  National  Association,  Houston,  Texas 
Industrial  Bank,  Houston,  Texas 

Merger  .  120 

March  24,  1989: 


Bank  of  Oklahoma,  National  Association,  Tulsa,  Oklahoma 
American  National  Bank  of  Midwest  City,  Midwest  City, 
Oklahoma 

Merger  .  120 

March  29,  1989 

The  Deposit  Insurance  Bridge  Bank,  National  Association. 
Dallas,  Texas 

MBank  Round  Rock,  National  Association,  Round  Rock, 

Texas 

MBank  The  Woodlands,  National  Association  The 
Woodlands,  Texas 

MBank  Jefferson  County,  National  Association,  Port  Arthur 
Texas 

MBank  Denton  County,  National  Association,  Lewisville, 

Texas 

MBank  Orange,  National  Association,  Orange,  Texas 
MBank  Brenham,  National  Association,  Brenham,  Texas 
MBank  Sherman,  National  Association,  Sherman,  Texas 
MBank  Longview,  National  Association,  Longview,  Texas 
MBank  Alamo  National  Association,  San  Antonio  Texas 
MBank  Wichita  Falls,  National  Association.  Wichita  Falls, 

Texas 

MBank  Marshall,  National  Association,  Marshall,  Texas 
MBank  Austin,  National  Association,  Austin,  Texas 
MBank  Odessa,  National  Association  Odessa  Texas 
MBank  Midcities,  National  Association,  Arlington,  Texas 
MBank  Abilene,  National  Association,  Abilene.  Texas 
MBank  Dallas,  National  Association,  Dallas,  Texas 
MBank  Corsicana,  National  Association,  Corsicana  Texas 
MBank  Fort  Worth,  National  Association,  Fort  Worth  Texas 
MBank  Greenville,  National  Association  Greenville  Texas 
MBank  Houston,  National  Association  Houston  Texas 
Merger  .  .  121 
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March  30,  1989 

First  National  Bank  of  Corpus  Christi,  Corpus  Christi,  Texas 
Northshore  Bank,  Portland,  Texas 
First  National  Bank  of  Corpus  Christi  Gulfway.  Corpus 
Christi,  Texas 

First  National  Bank  of  Corpus  Christi  Southern,  Corpus 
Christi,  Texas 

First  National  Bank  of  Corpus  Christi  Western,  Corpus 
Christi,  Texas 

Merger  .  121 


March  30,  1989 

Southern  National  Bank  Tulsa  Oklahoma 
Harvard  Bank,  Tulsa,  Oklahoma 

Merger  1 22 

March  31,  1989 

The  Citizens  and  Southern  National  Bank  Savannah 
Georgia 

Heritage  Trust,  Conyers,  Georgia 

Merger  .  122 
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There  are  a  number  of  transactions  in  this  section  that  do  not  have  an  accompanying  decision  In  those  cases,  the 
OCC  reviewed  the  competitive  effects  of  the  proposals  by  using  its  standard  procedures  for  determing  whether  the 
transaction  has  minimal  or  no  adverse  competitive  effects  The  Office  found  the  proposals  satisfied  its  criteria  for  a 
transaction  that  clearly  had  no  or  minimal  adverse  competitive  effects 

THE  AMERICAN  NATIONAL  BANK  OF  BRISTOW, 

Bristow,  Oklahoma,  and  Citizens  Bank,  National  Association,  Sapulpa,  Oklahoma  


Names  of  banks  and  type  of  transaction 

Total  assets 

The  American  National  Bank  of  Bristow,  Bristow,  Oklahoma  (10849),  with . 

and  Citizens  Bank,  National  Association,  Sapulpa,  Oklahoma  (17809),  with  . 

merged  January  1,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

$  132,179,000 

9,146,000 
141,325,000 

BANK  ONE,  INDIANAPOLIS,  NATIONAL  ASSOCIATION, 
Indianapolis,  Indiana,  and  Bank  One,  Carmel,  Carmel  Indiana 


Names  of  banks  and  type  of  transaction 

Total  assets 

Bank  One,  Indianapolis,  National  Association,  Indianapolis,  Indiana  (13759),  with  . 

and  Bank  One,  Carmel,  Carmel,  Indiana,  with  . 

merged  January  1,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  . 

$  3,593,972,000 
28,388,000 
3,620,738,000 

THE  CITIZENS  AND  SOUTHERN  NATIONAL  BANK  OF  FLORIDA, 

Fort  Lauderdale,  Florida,  and  The  Citizens  and  Southern  Bank  of  Florida,  Tallahassee,  Florida 


Names  of  banks  and  type  of  transaction 

Total  assets 

The  Citizens  and  Southern  National  Bank  of  Florida,  Fort  Lauderdale,  Florida  (14376),  with  . 

and  The  Citizens  and  Southern  Bank  of  Florida,  Tallahassee,  Florida,  with  . 

merged  January  1,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  . 

.  $  5,134,489,000 
74,139,000 
5,208,628,000 

COMMERCE  BANK  OF  ST.  LOUIS,  NATIONAL  ASSOCIATION, 

Clayton,  Missouri,  and  Commerce  Bank  of  Jefferson  County,  National  Association,  Festus,  Missouri 


Names  of  banks  and  type  of  transaction 

Total  assets 

Commerce  Bank  of  St.  Louis,  National  Association,  Clayton,  Missouri  (16945),  with  . 

and  Commerce  Bank  of  Jefferson  County,  National  Association,  Festus,  Missouri  (16432),  with  . 

merged  January  1,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  . 

$  1,666,890,000 
117,178,000 
1,774,982,000 

COMMERCIAL  NATIONAL  BANK  OF  PEORIA, 

Peoria,  Illinois,  and  Prospect  National  Bank  of  Peoria,  Peoria,  Illinois,  and  University  National  Bank  of  Peoria,  Peoria, 
Illinois 


Names  of  banks  and  type  of  transaction 

Total  assets 

Commercial  National  Bank  of  Peoria,  Peoria,  Illinois  (3296),  with . 

and  Prospect  National  Bank  of  Peoria,  Peoria,  Illinois  (14700),  with  . 

and  University  National  Bank  of  Peoria,  Peoria,  Illinois  (14711),  with  . 

merged  January  1,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  $  445,381,000 

72,223,000 
58,357,000 
571,426,000 
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FIRST  NATIONAL  BANK  OF  ABILENE, 

Abilene,  Texas,  and  Bank  of  Commerce,  Abilene,  Texas 


~  ~  »  * - -  w 

Names  of  banks  and  type  of  transaction 

Total  assets 

First  National  Bank  of  Abilene,  Abilene,  Texas  (4166)  with 

and  Bank  of  Commerce,  Abilene,  Texas,  with .  mo’o-ro’nnn 

merged  January  1,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

489,506,000 

FIRST  OF  AMERICA  BANK-MICHIGAN,  NATIONAL  ASSOCIATION, 

Kalamazoo,  Michigan,  and  First  of  America  Bank-South  Central,  National  Association  Quincv  Michioan 

Names  of  banks  and  type  of  transaction 

Total  assets 

First  of  America  Bank-Michigan,  National  Association,  Kalamazoo,  Michigan  (191)  with 

and  First  of  America  Bank-South  Central,  National  Association,  Quincy,  Michigan  (2550)  with 

merged  January  1,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  62,733,000 

.  1,123,901,000 

THE  HUNTINGTON  NATIONAL  BANK  OF  HAMILTON  COUNTY, 

Noblesville,  Indiana,  and  The  Huntington  National  Bank  of  Indiana,  Danville,  Indiana 


- - -  W  . »  -  .. 

Names  of  banks  and  type  of  transaction 

Total  assets 

The  Huntington  National  Bank  of  Hamilton  County,  Noblesville,  Indiana  (21917)  with 

and  The  Huntington  National  Bank  of  Indiana,  Danville,  Indiana  (152)  with 

merged  January  1,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  240,215,000 

KELLOGG-CITIZENS  NATIONAL  BANK  OF  GREEN  BAY, 

Green  Bay,  Wisconsin,  and  Associated  De  Pere  Bank,  De  Pere,  Wisconsin 

Names  of  banks  and  type  of  transaction 

Total  assets 

Kellogg-Citizens  National  Bank  of  Green  Bay,  Green  Bay,  Wisconsin  (2132)  with 
and  Associated  De  Pere  Bank,  De  Pere,  Wisconsin  with 

merged  January  1,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  712,176,000 

LIBERTY  NATIONAL  BANK  AND  TRUST  COMPANY  OF  SOUTHERN  INDIANA, 

Charlestown,  Indiana,  and  Liberty  National  Bank  and  Trust  Company  of  Indiana,  Corydon,  Indiana 


- - -  "  1-7  . i, 

Names  of  banks  and  type  of  transaction 

Total  assets 

Liberty  National  Bank  and  Trust  Company  of  Southern  Indiana,  Charlestown,  Indiana  (17837)  with 

and  Liberty  National  Bank  and  Trust  Company  of  Indiana,  Corydon,  Indiana  (21327)  with 

merged  January  1,  1989,  under  charter  and  title  of  the  former  The  merged  bank  at  date  of  merger  had 

.  $  109,059,000 

.  80,585,000 

.  189,644,000 

TEXAS  NATIONAL  BANK, 

El  Paso,  Texas,  and  Coronado  Bank,  El  Paso,  Texas 


Names  of  banks  and  type  of  transaction 

Total  assets 

Texas  National  Bank,  El  Paso,  Texas  (17943),  with 

and  Coronado  Bank,  El  Paso,  Texas,  with .  RO  7cn  nnn 

merged  January  1,  1989,  under  charter  and  title  of  the  former  The  merged  bank  at  date  of  merger  had 

172,508,000 
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NATIONAL  BANK  OF  DETROIT 

Detroit,  Michigan,  and  Wyandotte  Savings  Bank,  Wyandotte.  Michigan _ 

Names  of  banks  and  type  of  transaction  Total  assets 

National  Bank  of  Detroit,  Detroit,  Michigan  (13671),  with  .  $15,567,161,000 

and  Wyandotte  Savings  Bank,  Wyandotte,  Michigan,  with  .  375,547,000 

merged  January  2,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  15,942,708,000 


THE  OLD  NATIONAL  BANK  OF  MARTINSBURG, 

Martinsburg,  West  Virginia,  and  The  Old  National  Bank  of  Jefferson  County,  Ranson,  West  Virginia _ 

Names  of  banks  and  type  of  transaction  Total  assets 

The  Old  National  Bank  of  Martinsburg,  Martinsburg,  West  Virginia  (6283),  with  $  151,677,000 

and  The  Old  National  Bank  of  Jefferson  County,  Ranson,  West  Virginia  (18735),  with  .  15,506,000 

merged  January  3,  1989,  under  charter  of  the  former  and  title  “Old  National  Bank.”  The  merged  bank  at  date  of  merger  had _ 164,623,000 

*  *  * 

THE  FIRST  NATIONAL  BANK  IN  GLIDDEN, 

Glidden,  Iowa,  and  Lohrville  Savings  Bank,  Lohrville,  Iowa _ 

Names  of  banks  and  type  of  transaction  Total  assets 

The  First  National  Bank  in  Glidden,  Glidden,  Iowa  (14326),  with  .  $  23,582,000 

and  Lohrville  Savings  Bank,  Lohrville,  Iowa,  with  .  12,687,000 

merged  January  6,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  . . 34,053,000 


HIBERNIA  NATIONAL  BANK, 

New  Orleans,  Louisiana,  and  The  National  Bank  of  Bossier  City,  Bossier  City,  Louisiana _ 

Names  of  banks  and  type  of  transaction  Total  assets 

Hibernia  National  Bank,  New  Orleans,  Louisiana  (13688),  with .  $  5,363,874,000 

and  The  National  Bank  of  Bossier  City,  Bossier  City,  Louisiana  (14687),  with .  77,704,000 

merged  January  12,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  N/A 


FIRST  FLORIDA  BANK,  NATIONAL  ASSOCIATION, 

Tampa,  Florida,  and  First  Florida  Bank  of  Pasco  County,  National  Association,  Port  Richey,  Florida _ 

Names  of  banks  and  type  of  transaction  Total  assets 

First  Florida  Bank,  National  Association,  Tampa,  Florida  (3497),  with  .  $  4,884,314,000 

and  First  Florida  Bank  of  Pasco  County,  National  Association,  Port  Richey,  Florida  (21261),  with  .  31,509,000 

merged  January  13,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  4,912,999,000 


FIRST  INTERSTATE  BANK  OF  WASHINGTON,  NATIONAL  ASSOCIATION, 
Seattle,  Washington,  and  Bank  of  Spokane,  Spokane,  Washington 


Names  of  banks  and  type  of  transaction  Total  assets 

First  Interstate  Bank  of  Washington,  National  Association.  Seattle,  Washington  (3417),  with .  $  3,313,938,000 

and  Bank  of  Spokane,  Spokane,  Washington,  with  .  33,803,000 

merged  January  13,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  3,345,034,000 


COMPTROLLER'S  DECISION 

On  July  26,  1 988,  application  was  made  to  the  Office  of 
the  Comptroller  of  the  Currency,  pursuant  to  the  Bank 
Merger  Act,  12  U  S.C.  1828  (c),  for  prior  authorization 
to  merge  Bank  of  Spokane,  Spokane,  Washington 
(BOS),  into  First  Interstate  Bank  of  Washington,  Na¬ 
tional  Association,  Seattle,  Washington  (FIWA).  This 
merger  will  be  immediately  preceded  by  FIWA’s  ac¬ 
quisition  of  the  stock  of  B  O  S.  Financial  Corporation 
(BOSFC),  BOS’s  parent  holding  company,  through  a 
plan  of  exchange  for  cash,  after  which  BOSFC  will  be 
dissolved.  The  application  is  based  upon  a  written 
agreement  finalized  between  the  proponents  on  July 
11,  1988. 

FIWA,  a  wholly  owned  subsidiary  of  The  First  Interstate 
Bank  Corporation  (FIBC),  had  total  assets  of  $3.2  billion 
and  total  deposits  of  $2.8  billion  as  of  June  30,  1988, 
and  operated  107  full  service  offices  throughout  the 
State  of  Washington.  As  of  the  same  date,  BOS,  the 
only  subsidiary  of  BOSFC,  had  total  assets  of  $33 
million  and  total  deposits  of  $28  million.  BOS  operates 
two  offices  in  the  City  of  Spokane. 

The  relevant  geographic  market  for  this  proposal  is  the 
area  including  and  immediately  surrounding  Spokane, 
the  area  where  BOS  operates  and  derives  the  bulk  of  its 
deposits.  This  market  includes  eight  commercial  banks 
operating  56  offices  and  seven  thrifts  operating  28 
offices.  FIWA  operates  ten  offices,  with  $310  million  in 
deposits  representing  12  percent  of  market  deposits 
and  BOS  operates  two  offices,  with  only  a  1  percent 
market  share.  FIWA's  ranking  as  the  fourth  largest 
depository  in  the  relevant  market  would  not  change  as 
a  result  of  the  proposed  merger.  Accordingly,  con¬ 
summation  of  this  proposal  would  not  have  any  sig¬ 


nificant  anticompetitive  effects  upon  competition  in  the 
relevant  geographic  market. 

The  Bank  Merger  Act  requires  this  Office  to  consider 
.  .  the  existing  and  proposed  institutions  and  the 
convenience  and  needs  of  the  community  to  be 
served.”  We  find  that  the  financial  and  managerial 
resources  of  both  banks  do  not  raise  concerns  that 
would  cause  the  application  to  be  disapproved.  The 
future  prospects  of  the  resulting  bank  are  considered 
satisfactory,  and  the  resulting  bank  is  expected  to  meet 
the  convenience  and  needs  of  the  community  to  be 
served. 

A  review  of  the  record  of  this  application  and  other 
information  available  to  this  Office  as  a  result  of  its 
regulatory  responsibilities  revealed  no  evidence  that 
the  applicants'  records  of  helping  to  meet  the  credit 
needs  of  their  communities,  including  low  and  mod¬ 
erate  income  neighborhoods,  are  less  than  satis¬ 
factory. 

We  have  analyzed  this  proposal  pursuant  to  the  Bank 
Merger  Act,  12  U.S.C.  1828(c),  and  find  that  it  will  not 
significantly  lessen  competition  in  any  relevant  market. 
Other  factors  considered  in  evaluating  this  proposal 
are  satisfactory.  Accordingly,  the  application  is  ap¬ 
proved,  subject  to  the  conditions  noted  in  a  separate 
communication  to  FIWA. 

December  1 ,  1988 

SUMMARY  OF  REPORT  BY  ATTORNEY  GENERAL 

We  have  reviewed  this  proposed  transaction  and  con¬ 
clude  that  it  would  not  have  a  significantly  adverse 
effect  on  competition. 
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COMMUNITY  NATIONAL  BANK, 

Austin,  Texas,  and  Oak  Hill  National  Bank,  Austin,  Texas _ 

Names  of  banks  and  type  of  transaction  Total  assets 

Community  National  Bank,  Austin,  Texas  (15691),  with  .  $  139,054,000 

and  Oak  Hill  National  Bank,  Austin,  Texas  (20441),  with  .  18,195,000 

merged  January  19,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  _ N_A 


UNION  NATIONAL  BANK  OF  TEXAS, 

Austin,  Texas,  and  First  National  Bank  of  Cedar  Park,  Cedar  Park,  Texas _ _ 

Names  of  banks  and  type  of  transaction  Total  assets 

Union  National  Bank  of  Texas,  Austin,  Texas  (21889),  with .  $  17,306,000 

and  First  National  Bank  of  Cedar  Park,  Cedar  Park,  Texas  (16962),  with .  18,609,000 

merged  January  19,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . N/A 


PLYMOUTH-HOME  NATIONAL  BANK, 

Brockton,  Massachusetts,  and  Bank  of  New  England  Interim  National  Bank  No.  3,  Boston,  Massachusetts,  and  Bank 
of  Cape  Cod,  Falmouth,  Massachusetts _ _ 

Names  of  banks  and  type  of  transaction  Total  assets 

Plymouth-Home  National  Bank,  Brockton,  Massachusetts  (799),  with  .  $  456,377,000 

and  Bank  of  New  England  Interim  National  Bank  No.  3,  Boston,  Massachusetts  (21569),  with  .  851,393,000 

and  Bank  of  Cape  Cod,  Falmouth,  Massachusetts,  with  .  161,638,000 

merged  January  20,  1989,  under  charter  799  and  title  “Bank  of  New  England-South,  National  Association”  in  Brockton.  The 

merged  bank  at  date  of  merger  had  .  1,517,969,000 


COMMUNITY  BANK  &  TRUST,  NATIONAL  ASSOCIATION, 

Fairmont,  West  Virginia,  and  Community  Bank  &  Trust  Stonewall,  National  Association,  Weston,  West  Virginia 

Names  of  banks  and  type  of  transaction  Total  assets 

Community  Bank  &  Trust,  National  Association,  Fairmont,  West  Virginia  (15760),  with  $  201,321,000 

and  Community  Bank  &  Trust  Stonewall,  National  Association,  Weston,  West  Virginia  (16761),  with .  16,301,000 

merged  January  23,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  217.280,000 


THE  FARMERS  NATIONAL  BANK  OF  OSBORNE, 

Osborne,  Kansas,  and  Farmers  National  Bank  of  Gaylord,  Gaylord,  Kansas _ 

Names  of  banks  and  type  of  transaction  Total  assets 

The  Farmers  National  Bank  of  Osborne,  Osborne,  Kansas  (5834),  with  .  $  20,192,000 

and  Farmers  National  Bank  of  Gaylord,  Gaylord,  Kansas  (20566),  with  .  6,435,000 

merged  January  23,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  _ 26,575,000 


THE  NATIONAL  BANK  OF  COMMERCE  OF  ALTUS, 

Altus,  Oklahoma,  and  Oakwood  National  Bank,  Enid,  Oklahoma _ _ 

Names  of  banks  and  type  of  transaction  Total  assets 

The  National  Bank  of  Commerce  of  Altus,  Altus,  Oklahoma  (13756),  with  .  $  40,505,000 

and  Oakwood  National  Bank,  Enid,  Oklahoma  (17807),  with  .  27,284,000 

merged  January  26,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . N/A 
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TOMBALL  NATIONAL  BANK, 

Tomball,  Texas,  and  Community  Bank,  National  Association,  Pinehurst,  Texas 

Names  of  banks  and  type  of  transaction  Total  assets 

Tomball  National  Bank,  Tomball,  Texas  (18649),  with .  ^  00  075  000 

and  Community  Bank,  National  Association,  Pinehurst,  Texas  (17921),  with  .  8  556  000 

merged  January  26,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  N/A 


FIDELITY  NATIONAL  BANK  OF  DALLAS, 

Dallas,  Texas,  and  First  State  Bank  of  Texas,  Duncanville,  Texas _ 

Names  of  banks  and  type  of  transaction  Total  assets 

Fidelity  National  Bank  of  Dallas,  Dallas,  Texas  (18073),  with  .  $  48,904,000 

and  First  State  Bank  of  Texas,  Duncanville,  Texas,  with  .  21  450  000 

merged  January  27,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  N/A 


SUN  NATIONAL  BANK, 

Medford,  New  Jersey,  and  Capitol  State  Bank,  Trenton,  New  Jersey 

Names  of  banks  and  type  of  transaction  Total  assets 

Sun  National  Bank,  Medford,  New  Jersey  (18606),  with  .  $  25  824  000 

and  Capitol  State  Bank,  Trenton,  New  Jersey,  with  .  23  756  000 

merged  January  27,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  49,580,000 


FIRST  NATIONAL  BANK  IN  MORRILL, 

Morrill,  Nebraska,  and  Minatare  State  Bank,  Minatare,  Nebraska 

Names  of  banks  and  type  of  transaction  Total  assets 

First  National  Bank  in  Morrill,  Morrill,  Nebraska  (12625),  with  .  $  18,082,000 

and  Minatare  State  Bank,  Minatare,  Nebraska,  with  .  5^582  000 

merged  January  30,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  23,664!oOO 


FIRST  WESTERN  NATIONAL  BANK  OF  CARROLLTON, 

Carrollton,  Texas,  and  First  Western  National  Bank  of  Plano,  Plano,  Texas,  and  First  Western  National  Bank  of 
Mesquite,  Mesquite,  Texas 

Names  of  banks  and  type  of  transaction  Total  assets 

First  Western  National  Bank  of  Carrollton,  Carrollton,  Texas  (17516),  with .  $  53  300  000 

and  First  Western  National  Bank  of  Plano,  Plano,  Texas  (18546),  with .  19!279!ooo 

and  First  Western  National  Bank  of  Mesquite,  Mesquite,  Texas  (18547),  with . |  ^  22!  195^000 

merged  January  30,  1 989,  under  charter  17516  and  title  “First  Western  National  Bank."  The  merged  bank  at  date  of  merger  had  93,529,000 


THE  FOURTH  NATIONAL  BANK  OF  TULSA, 

Tulsa,  Oklahoma,  and  United  Bank,  Tulsa,  Oklahoma 

Names  of  banks  and  type  of  transaction  Total  assets 

The  Fourth  National  Bank  of  Tulsa,  Tulsa,  Oklahoma  (13480),  with .  $  428,521  000 

and  United  Bank,  Tulsa,  Oklahoma,  with  .  54,282  000 

merged  January  31,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  482,51 5^000 
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TEXAS  BANK,  NATIONAL  ASSOCIATION, 

San  Antonio,  Texas,  and  Metropolitan  National  Bank,  San  Antonio,  Texas 

Names  of  banks  and  type  of  transaction 

Total  assets 

Texas  Bank,  National  Association,  San  Antonio,  Texas  (18350),  with 

.  $  71,243,000 

5,073,000 

3110  Metropolitan  INdllOlldl  DdlM\f  O&ii  niuumu,  i  caoo  V  ) ,  vvmi 

merged  January  31,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

78,180,000 

COMPTROLLER’S  DECISION 

On  December  20,  1988  application  was  made  to  the 
Office  of  the  Comptroller  of  the  Currency  for  prior 
authorization  to  merge  Metropolitan  National  Bank,  San 
Antonio,  Texas  (Metropolitan),  with  Texas  Bank,  Na¬ 
tional  Association  (Texas  Bank).  This  application  was 
based  on  an  agreement  completed  between  the  pro¬ 
ponents  on  November  30,  1988 

As  of  September  30,  1988,  Metropolitan,  an  inde¬ 
pendent  bank,  had  total  deposits  of  $6.9  million  and 
operated  one  office.  On  the  same  date,  Texas  Bank 
had  totai  deposits  of  $64.6  million  and  operated  two 
offices.  Texas  Bank  is  100  percent  owned  and  con¬ 
trolled  by  Texas  Bancorp  Shares,  Inc.,  a  one  bank 
holding  company. 

The  OCC  has  reviewed  the  competitive  effects  of  this 
proposal  by  using  its  standard  procedures  for  deter¬ 
mining  whether  a  merger  clearly  has  minimal  or  no 
adverse  competitive  effects.  The  Office  finds  that  the 
proposal  satisfies  its  criteria  for  a  merger  that  clearly 
has  no  or  minimal  adverse  competitive  effects. 

The  Bank  Merger  Act  requires  this  Office  to  consider 
.  .  the  financial  and  managerial  resources  and  future 
prospects  of  the  existing  and  proposed  institutions, 
and  the  convenience  and  needs  of  the  community  to  be 
served.”  We  find  that  the  financial  and  managerial 


resources  of  Metropolitan  and  Texas  Bank  do  not  raise 
concerns  that  would  cause  the  application  to  be  dis¬ 
approved  in  light  of  the  open  bank  assistance  provided 
by  the  FDIC.  The  future  prospects  of  the  proponents, 
individually  and  combined,  are  considered  favorable 
and  the  resulting  bank  is  expected  to  meet  the  con¬ 
venience  and  needs  of  the  community  to  be  served 

A  review  of  the  record  of  this  application  and  other 
information  available  to  this  Office  as  a  result  of  its 
regulatory  responsibilities  has  revealed  no  evidence 
that  the  applicants'  records  of  helping  meet  the  credit 
needs  of  their  communities,  including  low-  and 
moderate-income  neighborhoods,  are  less  than  satis¬ 
factory. 

We  have  analyzed  this  proposal  pursuant  to  the  Bank 
Merger  Act,  12  U.S.C.  1828(c),  and  find  that  it  will  not 
lessen  significantly  competition  in  any  relevant  market. 
Other  factors  considered  in  evaluating  this  proposal 
are  satisfactory.  Accordingly,  the  application  is 
approved. 

January  31 ,  1988 

SUMMARY  OF  REPORT  BY  ATTORNEY  GENERAL 

We  have  reviewed  this  proposed  transaction  and  con¬ 
clude  that  it  would  not  have  a  significantly  adverse 
effect  on  competition. 


FIRST  AMERICAN  NATIONAL  BANK, 

Nashville,  Tennessee,  and  First  American  Bank,  Greenback,  Tennessee,  and  United  Southern  Bank  of  Cannon 


County,  Woodbury,  Tennessee 


11 .J  ,  *  .  ;  ,  .  w  ..  —  

Names  of  banks  and  type  of  transaction 

Total  assets 

$  3,290,511,000 

hirst  American  National  oanK,  iNdonvme,  leniieooee  wmi 

1 ,809,000 

cii nj  i  iioi  American  udriK,  uirccnutivKi  i  li ii vtttti 

3,092,000 

and  united  oouinern  DanK  oi  cannun  L/Ounty,  vvuuuuuiy,  i  cimcoocc,  wmi 

merged  February  1 , 1 989,  under  charter  and  title  of  the  First  American  National  Bank.  The  merged  bank  at  date  of  merger  had 

3,290,600,000 
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BANK  ONE,  NEENAH,  NATIONAL  ASSOCIATION, 

Neenah,  Wisconsin,  and  Bank  One,  Larsen,  Larsen,  Wisconsin 

Names  of  banks  and  type  of  transaction 

Total  assets 

Bank  One,  Neenah,  National  Association,  Neenah,  Wisconsin  (6034)  with 
and  Bank  One,  Larsen.  Larsen.  Wisconsin,  with 

merged  February  3,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  71,164,000 

STAR  BANK,  NATIONAL  ASSOCIATION,  EASTERN  INDIANA, 

Richmond,  Indiana,  and  Star  Bank  of  Fayette  County,  Bentonville,  Indiana 


- J  .  w  ...  W, 

Names  of  banks  and  type  of  transaction 

Total  assets 

Star  Bank,  National  Association,  Eastern  Indiana,  Richmond,  Indiana  (1988)  with 
and  Star  Bank  of  Fayette  County,  Bentonville,  Indiana  with 

merged  February  3,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  346,277,000 

U.S.  BANK  OF  WASHINGTON,  NATIONAL  ASSOCIATION, 

Seattle,  Washington,  and  Northwestern  Commercial  Bank,  Bellingham,  Washington 

Names  of  banks  and  type  of  transaction 

Total  assets 

U.S.  Bank  of  Washington,  National  Association,  Seattle,  Washington  (14394)  with 
and  Northwestern  Commercial  Bank,  Bellingham,  Washington  with 

merged  February  6,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  4,024,818,000 

UNION  NATIONAL  BANK, 

Lowell,  Massachusetts,  and  Bank  of  New  England  Interim  National  Bank  No,  1,  Boston,  Massachusetts 

Names  of  banks  and  type  of  transaction  Total  assets 

Union  National  Bank,  Lowell,  Massachusetts  (6077),  with  . .  $  659"l~V7C 

and  Bank  of  New  England  Interim  National  Bank  No.  1,  Boston,  Massachusetts  (21570),  with  V 

merged  February  1 4,  1 989,  under  charter  of  the  former  and  title  “Bank  of  New  England-North,  National  Association”  in  Lowell 
The  merged  bank  at  date  of  merger  had  . 


THE  FROST  NATIONAL  BANK  OF  SAN  ANTONIO, 

San  Antonio,  Texas,  and  Westpoint  National  Bank,  San  Antonio,  Texas 

Names  of  banks  and  type  of  transaction 

Total  assets 

The  Frost  National  Bank  of  San  Antonio,  San  Antonio,  Texas  (5179)  with 
and  Westpoint  National  Bank,  San  Antonio,  Texas  (18444)  with 

merged  February  16,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  N/A 

HIBERNIA  NATIONAL  BANK, 

New  Orleans,  Louisiana,  and  Louisiana  Bank  &  Trust  Company,  Shreveport,  Louisiana 


— -  ^-VUIOIUI 

Names  of  banks  and  type  of  transaction 

Total  assets 

Hibernia  National  Bank,  New  Orleans,  Louisiana  (13688),  with 
and  Louisiana  Bank  &  Trust  Company,  Shreveport,  Louisiana  with 

merged  February  16,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  N  A 

TEXAS  COMMERCE  BANK,  NATIONAL  ASSOCIATION, 
Houston,  Texas,  and  Security  Bank,  Houston,  Texas _ 


Names  of  banks  and  type  of  transaction 

Total  assets 

Texas  Commerce  Bank,  National  Association,  Houston,  Texas  (10225),  with  . 

$11,654,921,000 

27,802,000 

merged  February  16,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

N/A 

NCNB  TEXAS  NATIONAL  BANK, 

Dallas,  Texas,  and  The  First  State  Bank,  Abilene,  Texas 

Names  of  banks  and  type  of  transaction 

Total  assets 

NCNB  Texas  National  Bank,  Dallas,  Texas  (21834),  with . 

.  $25,573,596,000 

.  161,934,000 

dl  IU  1  1  lU  1  ll  Ol  UlulC  Udl  ir\j  iv,  i  v /\uj ,  **  1 11  i 

merged  February  17,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

.  25,718,265,000 

COMPTROLLER’S  DECISION 

On  February  17,  1989,  application  was  made  to  the 
Comptroller  of  the  Currency  to  grant  written  approval 
for  NCNB  Texas  National  Bank,  Dallas,  Texas  (NCNB), 
to  purchase  certain  assets  and  assume  certain  liabili¬ 
ties  of  First  State  Bank,  Abilene,  Texas.  The  application 
rests  upon  an  agreement  negotiated  between  NCNB 
and  the  Federal  Deposit  Insurance  Corporation  (FDIC) 
as  receiver  of  First  State  Bank.  For  the  reasons  set  forth 
below,  the  application  is  hereby  approved  on  February 
1 7,  1 989,  and  NCNB  is  authorized  to  consummate  the 
insured  deposit  transfer  and  asset  purchase  trans¬ 
action  immediately. 

First  State  Bank  was  declared  insolvent  by  the  Texas 
Commissioner  of  Banks  on  February  17,1 989,  and  was 
placed  in  the  hands  of  the  FDIC  as  receiver.  The 
Comptroller  has  now  been  asked  to  grant  written  ap¬ 
proval  of  the  proposed  agreement  negotiated  between 
the  FDIC  and  NCNB  by  which  the  latter  would  purchase 
certain  assets  and  assume  certain  liabilities  of  First 
State  Bank. 

Under  the  Bank  Merger  Act,  12  U.S.C.  1828(c),  the 
Comptroller  cannot  approve  a  purchase  and  assump¬ 
tion  transaction  which  would  have  certain  proscribed 
anticompetition  effects  unless  he  finds  these  anti¬ 
competitive  effects  to  be  clearly  outweighed  in  the 
public  interest  and  needs  of  the  community  to  be 
served.  When  necessary,  however,  to  prevent  the  fail¬ 
ure  of  a  bank,  the  Comptroller  may  dispense  with  the 
standards  applicable  to  usual  acquisition  transactions 
and  need  not  consider  reports  on  the  competitive  ef¬ 
fects  of  the  transaction  ordinarily  solicited  from  the 


Department  of  Justice  and  other  banking  agencies.  He 
is  authorized,  in  such  circumstances,  to  act  immedi¬ 
ately  in  his  sole  discretion  to  approve  such  a  trans¬ 
action  and  to  authorize  its  immediate  consummation. 

The  proposed  acquisition  will  be  in  accord  with  all 
pertinent  provisions  of  the  National  Bank  Act  and  will 
prevent  a  disruption  of  banking  services  to  the  com¬ 
munity.  NCNB  has  sufficient  financial  resources  and 
this  acquisition  will  enable  it  to  enhance  the  banking 
services  offered  in  the  local  community. 

The  Comptroller  finds  that  the  anticompetitive  effects  of 
the  proposed  transaction,  if  any,  are  clearly  out¬ 
weighed  in  the  public  interest  by  the  probable  effect  of 
the  proposed  transaction  in  meeting  the  convenience 
and  needs  of  the  community  to  be  served.  For  those 
reasons,  NCNB’s  application  to  purchase  certain  as¬ 
sets  and  assume  certain  liabilities  of  First  State  Bank, 
as  set  forth  in  the  agreement,  is  approved  under  12 
U.S.C.  1828(c)(2)(A)  and  12  U.S.C.  1 823(f)(4)(D)(i)  The 
Comptroller  further  finds  that  the  failure  of  First  State 
Bank  requires  him  to  act  immediately,  as  contemplated 
by  the  Bank  Merger  Act,  to  prevent  disruption  of  bank¬ 
ing  services  to  the  community,  and  the  Comptroller 
thus  waives  publication  of  notice,  dispenses  with  soli¬ 
citation  of  competitive  reports  from  other  agencies,  and 
authorizes  the  transaction  to  be  consummated 
immediately. 

February  17,  1989 

Due  to  the  emergency  nature  of  the  situation  a  report 
was  not  requested  from  the  Attorney  General. 


★ 
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INWOOD  NATIONAL  BANK  OF  DALLAS, 

Dallas,  Texas,  and  Centennial  National  Bank,  Richardson,  Texas 

Names  of  banks  and  type  of  transaction  Total  assets 

Inwood  National  Bank  of  Dallas,  Dallas,  Texas  (15292),  with  .  *  105  615  000 

and  Centennial  National  Bank,  Richardson,  Texas  (18320),  with  .  32  547  000 

merged  February  24  ij989.  under  charter  of  the  former  and  title  “Inwood  National  Bank."  The  merged  bank  at  date  of  merger  had  128,474,000 


THE  FROST  NATIONAL  BANK  OF  SAN  ANTONIO, 

San  Antonio,  Texas,  and  Frost  Bank  North  Austin,  National  Association,  Austin,  Texas 

_  Names  of  banks  and  type  of  transaction  Total  assets 

The  Frost  National  Bank  of  San  Antonio,  San  Antonio,  Texas  (5179),  with  .  $  2  279  000 

and  Frost  Bank  North  Austin,  National  Association,  Austin,  Texas  (16024),  with .  2^332  000 

merged  March  3,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  N/A 


U.S.  BANK  OF  WASHINGTON,  NATIONAL  ASSOCIATION, 

Seattle,  Washington,  and  Auburn  Valley  Bank,  Auburn,  Washington 

Names  of  banks  and  type  of  transaction  Total  assets 

U.S.  Bank  of  Washington,  National  Association,  Seattle,  Washington  (14394),  with .  $  4,024,818,000 

and  Auburn  Valley  Bank,  Auburn,  Washington,  with  .  ’  46  130  000 

merged  March  6,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  4,070,465,000 


FIRST  COMMERCIAL  BANK,  NATIONAL  ASSOCIATION, 

Seguin,  Texas,  and  Lakeway  National  Bank,  Austin,  Texas _ 

Names  of  banks  and  type  of  transaction  Total  assets 

First  Commercial  Bank,  National  Association,  Seguin,  Texas  (17862),  with  . .  $  42  985  000 

and  Lakeway  National  Bank,  Austin,  Texas  (1711 0),  with  .  1  s’g  15,000 

merged  March  9,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  '  N/A 


VAIL  NATIONAL  BANK, 

Vail,  Colorado,  and  Avon  National  Bank,  Avon,  Colorado _ 

Names  of  banks  and  type  of  transaction  Total  assets 

Vail  National  Bank,  Vail,  Colorado  (16690),  with .  $  33  913  000 

and  Avon  National  Bank,  Avon,  Colorado  (18296),  with  .  6  553  000 

merged  March  10,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  40,847,000 


THE  BOATMEN’S  NATIONAL  BANK  OF  SPRINGFIELD, 

Springfield,  Missouri,  and  Centerre  Bank  of  Springfield,  Springfield,  Missouri 

Names  of  banks  and  type  of  transaction  Total  assets 

The  Boatmen  s  National  Bank  of  Springfield,  Springfield,  Missouri  (5209),  with .  $  663,618,000 

and  Centerre  Bank  of  Springfield,  Springfield,  Missouri,  with  .  132  609  000 

merged  March  13,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  796.198,000 
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THE  INDIANA  NATIONAL  BANK, 

Indianapolis,  Indiana,  and  Morgan  County  Bank  &  Trust  Company,  Eminence,  Indiana 


Names  of  banks  and  type  of  transaction  Total  assets 


The  Indiana  National  Bank,  Indianapolis,  Indiana  (984),  with .  $  4,338,404,000 

and  Morgan  County  Bank  &  Trust  Company,  Eminence,  Indiana,  with  .  30,460,000 

merged  March  13,  1989,  under  charter  and  title  ot  the  former.  The  merged  bank  at  date  of  merger  had  .  4,361 ,139,000 


SOUTHEAST  BANK,  NATIONAL  ASSOCIATION, 

Miami,  Florida,  and  Southbank  of  Tallahassee,  Tallahassee,  Florida 


Names  of  banks  and  type  of  transaction  Total  assets 


Southeast  Bank,  National  Association,  Miami,  Florida  (15638),  with  .  $13,015,487,000 

and  Southbank  of  Tallahassee,  Tallahassee,  Florida,  with  .  22,137,000 

merged  March  13,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  13,028,044.000 


THE  FIRST  NATIONAL  BANK  OF  ROTAN, 

Rotan,  Texas,  and  The  Farmers  &  Merchants  State  Bank,  Ballinger,  Texas 


Names  of  banks  and  type  of  transaction  Total  assets 

The  First  National  Bank  of  Rotan,  Rotan,  Texas  (8693),  with  .  $  32,972,000 

and  The  Farmers  &  Merchants  State  Bank,  Ballinger,  Texas,  with  .  22,311,000 


merged  March  16,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 


HIBERNIA  NATIONAL  BANK, 

New  Orleans,  Louisiana,  and  Livingston  Bank,  Denham  Springs,  Louisiana 

Names  of  banks  and  type  of  transaction 

Total  assets 

Hibernia  National  Bank,  New  Orleans,  Louisiana  (13688),  with . 

.  $  5,363,874,000 

.  107.480,000 

merged  March  16,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  . 

N  A 

★  *  * 


EASTERN  NATIONAL  BANK, 

Hialeah,  Florida,  and  Enterprise  Bank  of  Florida,  Miami  Lakes,  Florida 

Names  of  banks  and  type  of  transaction 

Total  assets 

Eastern  National  Bank,  Hialeah,  Florida  (15748),  with . 

$  84,535,000 

27,534,000 

eLilU  Dcmrv  ui  nui  iug,  iviiciimi  Lar\co ,  i  ic/i  iua,  »¥mi 

merged  March  17,  1989,  under  charter  and  title  of  the  former  in  Coral  Gables.  The  merged  bank  at  date  of  merger  had 

113,693,000 

FIRST  BANK,  NATIONAL  ASSOCIATION, 

Minneapolis,  Minnesota,  and  Suburban  National  Bank,  Eden  Prairie,  Minnesota 


. . . . .  W.  - - - ,  ’ 

Names  of  banks  and  type  of  transaction 

Total  assets 

r  1 1  o  1  Dell  Ia,  INCIllUl  Idl  noOUUlaliUi  I,  IVIII  ii  icapuno,  ivm  ii  ivovia  \*  ' 

.  66,000.000 

3D0  oUDurDan  iNaiionai  DanK,  tzoen  rraina,  iviiriricouia  \  idjjj/,  wiui 

merged  March  21,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  17,184,000,000 
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METROBANK,  NATIONAL  ASSOCIATION, 

Houston,  Texas,  and  Industrial  Bank,  Houston,  Texas 


Names  of  banks  and  type  of  transaction 

Total  assets 

MetroBank,  National  Association,  Houston,  Texas  (21017)  with 
and  Industrial  Bank,  Houston.  Texas,  with 

merged  March  23,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  N  A 

BANK  OF  OKLAHOMA,  NATIONAL  ASSOCIATION, 

Tulsa,  Oklahoma,  and  American  National  Bank  of  Midwest  City,  Midwest  City,  Oklahoma 


Names  of  banks  and  type  of  transaction  Total  assets 


Bank  of  Oklahoma,  National  Association,  Tulsa,  Oklahoma  (13679),  with  .  $  1,854,125,000 

and  American  National  Bank  of  Midwest  City,  Midwest  City,  Oklahoma  (15211),  with  .  52  957  000 

merged  March  24,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  1,903,879,000 


COMPTROLLER’S  DECISION 

On  August  9,  1 989,  application  was  made  to  the  Office 
of  the  Comptroller  of  the  Currency  (OCC)  for  prior 
authorization  to  merge  American  National  Bank  of 
Midwest  City,  Midwest  City,  Oklahoma  (ANB),  into 
Bank  of  Oklahoma,  National  Association,  Tulsa,  Ok¬ 
lahoma  (BOk).  This  application  was  based  on  an 
agreement  reached  between  the  proponents  on  June 
28,  1988. 

As  of  May  31,  1988,  ANB  had  total  deposits  of  $51 
million  and  operated  one  office.  On  the  same  date,  BOk 
had  total  deposits  of  $1.5  billion  and  operated  seven 
offices. 

The  OCC  has  reviewed  the  competitive  effects  of  this 
proposal  by  using  its  standard  procedures  for  deter¬ 
mining  whether  or  not  a  merger  clearly  has  minimal  or 
no  adverse  competitive  effects.  The  OCC  finds  that  the 
proposal  satisfies  its  criteria  for  a  merger  that  clearly 
has  no  or  minimal  adverse  competitive  effects. 

The  Bank  Merger  Act  requires  the  OCC  to  consider".  .  . 
the  financial  and  managerial  resources  and  future 
prospects  of  the  existing  and  proposed  institutions, 
and  the  convenience  and  needs  of  the  community  to  be 
served  "  We  find  that  the  financial  and  managerial 


resources  of  ANB  and  BOk  do  not  raise  concerns  that 
would  cause  the  application  to  be  disapproved.  The 
resulting  bank  is  expected  to  meet  the  convenience 
and  needs  of  the  community  to  be  served. 

A  review  of  the  record  of  this  application  and  other 
information  available  to  the  OCC  as  a  result  of  its 
regulatory  responsibilities  has  revealed  no  evidence 
that  the  applicants’  records  of  helping  to  meet  the 
credit  needs  of  their  communities,  including  low  and 
moderate  income  neighborhoods,  are  less  than  satis¬ 
factory. 

We  have  analyzed  this  proposal  pursuant  to  the  Bank 
Merger  Act,  12  USC  1828(c),  and  find  that  it  will  not 
significantly  lessen  competition  in  any  relevant  market. 
Other  factors  considered  in  evaluating  this  proposal 
are  satisfactory.  Accordingly,  the  application  is 
approved. 

February  16,  1989 

SUMMARY  OF  REPORT  BY  ATTORNEY  GENERAL 

We  have  reviewed  this  proposed  transaction  and  con¬ 
clude  that  it  would  not  have  a  significantly  adverse 
effect  on  competition. 
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THE  DEPOSIT  INSURANCE  BRIDGE  BANK,  NATIONAL  ASSOCIATION, 

Dallas,  Texas,  and  MBank  Round  Rock,  National  Association,  Round  Rock,  Texas,  and  MBank  The  Woodlands, 
National  Association,  The  Woodlands,  Texas,  and  MBank  Jefferson  County,  National  Association,  Port  Arthur, 
Texas,  and  MBank  Denton  County,  National  Association,  Lewisville,  Texas,  and  MBank  Orange,  National  Associa¬ 
tion,  Orange,  Texas,  and  MBank  Brenham,  National  Association,  Brenham,  Texas,  and  MBank  Sherman,  National 
Association,  Sherman,  Texas,  and  MBank  Longview,  National  Association,  Longview,  Texas,  and  MBank  Alamo 
National  Association,  San  Antonio,  Texas,  and  MBank  Wichita  Falls,  National  Association,  Wichita  Falls,  Texas,  and 
MBank  Marshall,  National  Association,  Marshall,  Texas,  and  MBank  Austin,  National  Association,  Austin,  Texas,  and 
MBank  Odessa,  National  Association,  Odessa,  Texas,  and  MBank  Midcities,  National  Association,  Arlington,  Texas, 
and  MBank  Abilene,  National  Association,  Abilene,  Texas,  and  MBank  Dallas,  National  Association,  Dallas,  Texas, 
and  MBank  Corsicana,  National  Association,  Corsicana,  Texas,  and  MBank  Fort  Worth,  National  Association,  Fort 
Worth,  Texas,  and  MBank  Greenville,  National  Association,  Greenville,  Texas,  and  MBank  Houston,  National 
Association,  Houston,  Texas 


Names  of  banks  and  type  of  transaction 


Total  assets 


The  Deposit  Insurance  Bridge  Bank,  National  Association,  Dallas.  Texas  (21969),  with  . 

and  MBank  Round  Rock,  National  Association,  Round  Rock,  Texas  (21503),  with . 

and  MBank  The  Woodlands,  National  Association,  The  Woodlands,  Texas  (16874),  with . 

and  MBank  Jefferson  County,  National  Association,  Port  Arthur,  Texas  (5485),  with  . 

and  MBank  Denton  County,  National  Association,  Lewisville,  Texas  (15104),  with  . 

and  MBank  Orange,  National  Association,  Orange,  Texas  (14884),  with  . 

and  MBank  Brenham,  National  Association,  Brenham,  Texas  (3015),  with . 

and  MBank  Sherman,  National  Association,  Sherman,  Texas  (3159),  with . 

and  MBank  Longview,  National  Association,  Longview,  Texas  (4077),  with  . 

and  MBank  Alamo  National  Association,  San  Antonio,  Texas  (4525),  with . 

and  MBank  Wichita  Falls,  National  Association,  Wichita  Falls,  Texas  (3200),  with  . 

and  MBank  Marshall,  National  Association,  Marshall,  Texas  (4101),  with  . 

and  MBank  Austin,  National  Association,  Austin,  Texas  (4322),  with  . 

and  MBank  Odessa,  National  Association,  Odessa,  Texas  (16232),  with  . 

and  MBank  Midcities,  National  Association,  Arlington,  Texas  (14994),  with  . 

and  MBank  Abilene,  National  Association,  Abilene,  Texas  (15253),  with  . 

and  MBank  Dallas,  National  Association,  Dallas,  Texas  (13743),  with . 

and  MBank  Corsicana,  National  Association,  Corsicana,  Texas  (11022),  with  . 

and  MBank  Fort  Worth,  National  Association,  Fort  Worth,  Texas  (11997),  with . 

and  MBank  Greenville,  National  Association,  Greenville,  Texas  (14377),  with . 

and  MBank  Houston,  National  Association,  Houston,  Texas  (15528),  with  . 

merged  March  29,  1 989,  under  charter  and  title  of  The  Deposit  Insurance  Bridge  Bank,  National  Association.  The  merged  bank 
at  date  of  merger  had  . . 


$  N  A 

177,236,000 
173,261,000 
369,616,000 
231,955,000 
157,000,000 
175,610,000 
298,920,000 
266,624,000 
836,343,000 
543,935,000 
183,323,000 
758,299,000 
356,396,000 
364,763,000 
208,746,000 
7,346,877,000 
130,983,000 
846,431,000 
139,045,000 
4,100,028,000 


FIRST  NATIONAL  BANK  OF  CORPUS  CHRISTI, 

Corpus  Christi,  Texas,  and  Northshore  Bank,  Portland,  Texas,  and  First  National  Bank  of  Corpus  Christi  Gulfway, 
Corpus  Christi,  Texas,  and  First  National  Bank  of  Corpus  Christi  Southern,  Corpus  Christi,  Texas,  and  First  National 
Bank  of  Corpus  Christi  Western,  Corpus  Christi,  Texas  _ _ 

Names  of  banks  and  type  of  transaction 

First  National  Bank  of  Corpus  Christi,  Corpus  Christi,  Texas  (15018),  with 

and  Northshore  Bank,  Portland,  Texas,  with  . 

and  First  National  Bank  of  Corpus  Christi  Gulfway,  Corpus  Christi,  Texas  (18277),  with . 

and  First  National  Bank  of  Corpus  Christi  Southern,  Corpus  Christi,  Texas  (16958),  with 
and  First  National  Bank  of  Corpus  Christi  Western,  Corpus  Christi,  Texas  (17440),  with 

merged  March  30,  1 989,  under  charter  and  title  of  the  First  National  Bank  of  Corpus  Christi.  The  merged  bank  at  date  of  merger 
had  . . 


81,535,000 

20,128.000 

25,065.000 

28,254,000 

23,635,000 

165,496.000 
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SOUTHERN  NATIONAL  BANK, 

Tulsa,  Oklahoma,  and  Harvard  Bank,  Tulsa,  Oklahoma 


Names  of  banks  and  type  of  transaction 

Total  assets 

Southern  National  Bank,  Tulsa,  Oklahoma  (18308)  with 

and  Harvard  Bank,  Tulsa,  Oklahoma,  with 

merged  March  30,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merqer  had 

.  23,966,000 

.  N/A 

*  *  * 

THE  CITIZENS  AND  SOUTHERN  NATIONAL  BANK, 

Savannah,  Georgia,  and  Heritage  Trust,  Conyers,  Georgia 

Names  of  banks  and  type  of  transaction 

Total  assets 

The  Citizens  and  Southern  National  Bank,  Savannah,  Georgia  (13068)  with 
and  Heritage  Trust,  Conyers,  Georgia,  with 

merged  March  31,  1989,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merqer  had 

.  11,773,000 
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Assets,  liabilities  and  capital  accounts  of  national  banks,  December  31,  1987,  and  December  31 ,  1988 

(Dollar  amounts  in  millions) 


Dec  31,  1987 
4,596  banks 

Dec  31,  1988 

4  352  banks  * 

Change  Dec  31.  1987 

Dec  31,  1988 

Fully  consolidated 

Consolidated 
foreign  and 
domestic 

Consolidated 
foreign  and 
domestic 

Amount 

Percent 

Assets 

Cash  and  balances  due  from  depository  institutions: 
Noninterest-bearing  balances  and  currency  and  coin . 

$  123,280 

$  131,979 

$  8699 

1  1 

Interest-bearing  balances  . 

91,768 

76,063 

-15,705 

-17  1 

Securities . 

289,014 

292,532 

3,518 

1  2 

Federal  funds  sold  and  securities  purchased  under  agreements 
to  resell  . 

76,474 

74,519 

-1,955 

-2  6 

Loans  and  leases,  net  of  unearned  income 

1,1 14,098 

1,188,003 

73,905 

66 

Less  allowance  for  loan  and  lease  losses 

32,248 

29.924 

-2,324 

-7  2 

Less  allocated  transfer  risk  reserve . 

136 

170 

34 

25  0 

Net  loans  and  leases  . 

1,081,714 

1.157,909 

76,195 

7.0 

Premises  and  fixed  assets . 

26,770 

27,013 

243 

0.9 

Other  real  estate  owned  . 

6,178 

6,754 

576 

9  3 

Other  assets . 

76,205 

83,472 

7,267 

9  5 

Total  assets . 

1,771,402 

1,850,240 

78,838 

4  5 

Liabilities 

Demand  deposits  in  domestic  offices . 

272,949 

276,269 

3,320 

1.2 

Interest-bearing  deposits  in  domestic  offices  . 

860,426 

548,669 

-311,757 

-362 

Total  domestic  deposits . 

1,133,374 

824,938 

-308,436 

-27  2 

Total  foreign  deposits . 

211,006 

194,375 

-16,631 

-7.9 

Total  deposits . 

1,344,380 

1,019,313 

-325,067 

-24  2 

Federal  funds  purchased  and  securities  sold  under  agreements 

to  repurchase . 

164,922 

156.481 

-8,441 

-5.1 

Interest-bearing  demand  notes  issued  to  the  U  S  Treasury  . 

12,921 

17,430 

4,509 

34.9 

Other  liabilities  for  borrowed  money . 

64,928 

74,095 

9,167 

14  1 

Subordinated  notes  and  debentures . 

9,741 

9,152 

-589 

-6  0 

All  other  liabilities . 

69,605 

66,469 

-3,136 

-4  5 

Total  liabilities . 

1,661,687 

1,734,420 

70.733 

4  3 

Limited-life  preferred  stock 

77 

76 

-1 

-1.3 

Equity  capital 

-102 

-11.0 

Perpetual  preferred  stock  . 

927 

825 

Common  stock . 

16,666 

16,434 

-232 

-1.4 

Surplus . 

37,242 

40,118 

2,876 

7.7 

Undivided  profits  and  capital  reserves . 

45,351 

51,544 

6,193 

13  7 

Cumulative  foreign  currency  translation  agreements . 

-289 

-331 

-42 

14  5 

Total  equity  capital . 

99,898 

108,591 

8,693 

8  7 

Total  liabilities,  limited-life  preferred  stock,  and  equity  capital 

1,771,402 

1,850,240 

78,838 

45 

'Reporting  national  banks.  Does  not  include  the  nonnational  bank  in  the  District  of  Columbia 
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Consolidated  foreign  and  domestic  assets,  liabilities  and  capital  accounts  of  national  banks,  by  states,  December  31 ,  1988 

(Dollar  amounts  in  millions) 
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Consolidated  foreign  and  domestic  assets,  liabilities  and  capital  accounts  of  national  banks,  by  states,  December  31,  1 988— continued 

(Dollar  amounts  in  millions) 
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See  notes  at  end  of  table 


Consolidated  foreign  and  domestic  assets,  liabilities  and  capital  accounts  of  national  banks,  by  states,  December  31,  1 98&— continued 

(Dollar  amounts  in  millions) 
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'Nonnatioral  banks  in  the  District  of  Columbia  are  supervised  by  the  Comptroller  of  the  Currency  Nonnational  bank  data  are  not  included  in  U  S  aggregates 

NOTES  Foreign  offices  are  defined  to  include  Edge  Act  and  Agreement  subsidiaries  in  the  U.S.,  branches  located  in  Puerto  Rtco,  the  Virgin  Islands  and  U  S  Trust  Territories  and  branches  and  subsidiaries 
located  in  foreign  countries  Dashes  indicate  amounts  of  less  than  $500,000  Data  are  from  the  consolidated  reports  of  condition  filed  quarterly  by  all  national  banks 


Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  by  states,  December  31 ,  1988 

(Dollar  amounts  in  millions) 
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Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  by  states,  December  31,  1988 

_  (Dollar  amounts  in  millions) 
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Ratio  to  total  operating  expenses 
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Ratio  to  total  operating  expenses 
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Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  by  states,  December  31,  1988  —  continued 

(Dollar  amounts  in  millions) 
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Ratio  to  total  operating  expenses 
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Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  by  states,  December  31,  1988  —  continued 

(Dollar  amounts  in  millions) 
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Ratio  to  total  operating  expenses 
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Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  by  states,  December  31,  1988  —  continued 

(Dollar  amounts  in  millions) 
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Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  by  states,  December  31,  1988  —  continued 

(Dollar  amounts  in  millions) 
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Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  December  31,  1988 

(Dollar  amounts  in  millions) 


Interest  income 

Interest  and  fee  income  on  loans 

Income  from  lease  financing  receivables 

Interest  income  on  balances  due  from  depository  institutions 

Interest  and  dividend  income  on  securities 

Interest  income  from  assets  held  in  trading  accounts 

Interest  income  from  federal  funds  sold  and  securities  purchased  under  agreements 
to  resell 

Total  interest  income 
Interest  expense 

Interest  on  deposits  . 

Expense  of  federal  funds  purchased  and  securities  sold  under  agreements  to 
repurchase . 

Interest  on  demand  notes  issued  to  the  U  S  Treasury  and  on  other  borrowed  money 
Interest  on  mortgage  indebtedness  and  obligations  under  capitalized  leases  . 
Interest  on  notes  and  debentures  subordinated  to  deposits 

Total  interest  expense 

Net  interest  income 
Provision  for  loan  and  lease  losses 
Provision  for  allocated  transfer  risk 
Noninterest  income 
Service  charges  on  deposit  accounts 
Other  noninterest  income 

Total  noninterest  income 

Gams  and  losses  on  securities  not  held  in  trading  accounts 
Noninterest  expense 
Salaries  and  employee  benefits 

Expenses  of  premises  and  fixed  assets  (net  of  rental  income) 

Other  noninterest  expense 

Total  noninterest  expense 

Income  (loss)  before  income  taxes  and  extraordinary  items  and  other  adjustments 
Applicable  income  taxes 

Income  before  extraordinary  items  and  other  adjustments 
Extraordinary  items  and  other  adjustments,  net  of  taxes 

Net  income 

Total  cash  dividends  declared 
Recoveries  credited  to  allowance  for  possible  loan  losses 
Losses  charged  to  allowance  for  possible  loan  losses 

Net  loan  losses  . 

Ratio  to  total  operating  income 
Interest  on  deposits 
Other  interest  expense 
Salaries  and  employee  benfits 
Other  noninterest  expense 
Total  operating  expenses 
Ratio  of  net  income  (annualized)  to 
Total  assets  (end  of  period) 

Total  equity  capital 


4,352  banks  * 

Consolidated 

Percent 

foreign  and 

distribution 

domestic 

$123,771 

74  7 

2,661 

1  6 

7,723 

4.7 

22,274 

13  4 

3,274 

2.0 

6,040 

36 

165,742 

100  0 

76,678 

75  5 

12,744 

12  6 

11,122 

11  0 

155 

0.2 

824 

0  8 

101,524 

100.1 

64,218 

10,919 

145 

5,854 

21,3 

21,689 

78  7 

27,543 

100  0 

61 

27,575 

44.7 

9,662 

15.7 

24,488 

39  7 

61,725 

100.1 

19,035 

5,926 

13,109 

716 

13,825 

8,434 

2,755 

15,117 

12,362 

39  7 

12  9 

14  3 

17  7 

84  5 

0  75 

12  73 

'Reporting  national  banks  Does  not  include  the  nonnational  bank  in  the  District  of  Columbia 


Deposits  of  national  banks,  by  states,  December  31,  1988 

(Dollar  amounts  in  millions) 


Total 
demand 
deposits  at 
domestic 
offices 

NOW  and 
automatic 
transfer 
accounts 

Money 

market 

deposit 

accounts 

Other 
large  time 
deposits 

All  other 
time  deposits 
at  foreign 
offices 

Total 

deposits  at 
foreign 
offices 

Total 

consolidated 

deposits 

All  national  banks  . 

$276,297 

$116,705 

$210,073 

$221,062 

$399,534 

$194,375 

$1,418,268 

Alabama  . 

2,333 

1,486 

1,709 

1,916 

4,666 

128 

12,237 

Alaska  . 

645 

133 

412 

336 

515 

0 

2.042 

Arizona . 

3,110 

1,418 

3.496 

1,517 

5,518 

0 

15.059 

Arkansas  . 

1,552 

1,304 

1,282 

1,126 

3,351 

0 

8,616 

California . 

36,032 

14,025 

27,818 

19,132 

37,283 

27, 867 

162,157 

Colorado  . 

3,854 

2,056 

3,067 

2,166 

3,952 

257 

1 5,351 

Connecticut . 

4,572 

1,495 

2,885 

1,567 

5,191 

981 

16,691 

Delaware . 

272 

78 

1,752 

4,165 

1,226 

0 

7,492 

District  of  Columbia  . 

2,862 

1,284 

3,407 

2,745 

2,225 

2,822 

1 5,345 

Florida  . 

14,744 

8,706 

14,491 

1 1 ,059 

22,440 

1,009 

72.448 

Georgia  . 

6,912 

2,489 

4,849 

4,385 

7,589 

818 

27,042 

Hawaii  . 

58 

34 

24 

34 

75 

0 

224 

Idaho  . 

794 

614 

993 

375 

1,894 

0 

4.6/1 

Illinois . 

14,812 

4,856 

8,290 

17,685 

20,207 

21,565 

87,414 

Indiana . 

5,012 

2,817 

3,311 

2,964 

9,957 

317 

24,377 

Iowa  . 

1,730 

1,120 

1,139 

490 

3,920 

0 

8,399 

Kansas  . 

1,802 

1,268 

1,678 

1,339 

3,607 

0 

9.694 

Kentucky  . 

2,489 

1,499 

1,312 

1,796 

4,927 

236 

12,260 

Louisiana . 

3,888 

1,544 

3,790 

3,821 

4,938 

400 

18,381 

Maine  . 

577 

320 

649 

323 

1,265 

0 

3,134 

Maryland  . 

4,308 

1,201 

3,288 

2,706 

5,731 

568 

17,803 

Massachusetts  . 

8,156 

2,358 

7,671 

6,745 

8,404 

9,081 

42,415 

Michigan  . 

7,640 

2,432 

5,802 

5,983 

13,742 

2,835 

38,433 

Minnesota  . 

5,613 

2,625 

3,251 

6,458 

7,977 

1,637 

27.562 

Mississippi . 

1,375 

771 

1,153 

1,296 

2,917 

0 

7.51 1 

Missouri  . 

5,970 

2,521 

3,218 

3,339 

7,021 

82 

22,151 

Montana . 

538 

476 

548 

239 

1,380 

0 

3,181 

Nebraska . 

1,619 

1,208 

1,103 

654 

3,935 

0 

8,520 

Nevada  . 

1,071 

454 

755 

390 

1,106 

0 

3,777 

New  Hampshire  . 

560 

434 

675 

1,232 

1,377 

0 

4,278 

New  Jersey . 

12,326 

4,409 

8,582 

7,017 

18,488 

277 

51,099 

New  Mexico  . 

871 

740 

894 

916 

1,752 

0 

5, 1  /2 

New  York . 

35,174 

8,085 

24,391 

26,918 

32,979 

104,921 

232.466 

North  Carolina  . 

7,067 

3,184 

5,249 

7,216 

10,613 

1,961 

35.290 

North  Dakota . 

374 

476 

295 

248 

1,304 

0 

2,696 

Ohio  . 

10,848 

5,674 

8,828 

9,060 

24,529 

1,684 

60,622 

Oklahoma  . 

2,765 

1,723 

2,039 

2,055 

5,150 

45 

13,777 

Oregon . 

2,376 

1,599 

2,128 

1,048 

4,109 

0 

1 1 ,261 

Pennsylvania . 

14,986 

5,488 

13,471 

12,837 

25,022 

9.935 

81 ,739 

Rhode  Island  . 

1,220 

499 

1,215 

2,222 

2,997 

1,285 

9,437 

South  Carolina . 

2,288 

1,509 

1,631 

1,108 

3,365 

0 

9,902 

South  Dakota 

578 

461 

521 

1,641 

2,322 

0 

5.523 

Tennessee  . 

3,818 

2,159 

2,433 

2,696 

7,365 

227 

18.698 

Texas  . 

21,755 

9,967 

12,859 

28,623 

31,175 

2.402 

106,780 

Utah  . 

1,086 

619 

839 

575 

2.050 

119 

5.288 

Vermont  . 

274 

188 

318 

209 

882 

0 

1 ,871 

Virginia . 

Washington . 

West  Virginia . 

3,751 

2,215 

2,465 

3,434 

8,158 

278 

20,301 

5,471 

1,123 

2,318 

807 

4,792 

813 

2,640 

745 

7,863 

4,675 

567 

0 

23,650 

8,163 

Wisconsin  . 

2,947 

1,257 

2,159 

1,532 

5,722 

73 

13,691 

Wyoming  . 

Puerto  Rico  . 

291 

1 1 

300 

5 

331 

0 

289 

49 

652 

26 

0 

0 

1,863 

91 

‘Includes  national  and  nonnational  banks  in  the  District  of  Columbia,  all  of  which  are  supervised  by  the  Comptroller  ot  the  Currency 
NOTES:  Figures  may  not  add  to  totals  due  to  rounding 
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Loans  of  national  banks,  by  states,  December  31,  1988 


(Dollar  amounts  in  millions) 


Total 

loans, 

gross 

Loans 
secured 
by  real 
estate 

Loans  to 
farmers 

Commercial 

and 

industrial 

loans 

Personal 
loans  to 
individuals 

Other 

loans 

Total 

loans  less 
unearned 
income 

Total 
loans  at 
foreign 
offices 

All  national  banks 

$1  197  581 

$390,487 

$13,687 

$361,897 

$224  868 

$68,139 

$1,188,017 

$138  503 

Alabama 

9,631 

3,595 

38 

3,681 

2  003 

315 

9.469 

0 

Alaska 

1,217 

466 

3 

613 

98 

35 

1,217 

1 

Arizona 

11,799 

4,101 

463 

3,493 

3,132 

610 

11,789 

0 

Arkansas 

5,428 

2,331 

168 

1,653 

1,120 

156 

5,379 

0 

California 

147,271 

54,381 

2,020 

31,498 

20  438 

9,553 

147,005 

29,381 

Colorado 

10,085 

4,064 

491 

2,887 

2,139 

495 

10,076 

9 

Connecticut 

15,490 

7,527 

27 

4,918 

2,687 

282 

15,331 

49 

Delaware 

19,367 

986 

1 

571 

17,730 

79 

19,354 

0 

District  of  Columbia 

12,040 

5,200 

0 

4,057 

1,027 

1,059 

1 1 ,990 

697 

Florida . 

57.291 

27.869 

231 

13,601 

14,317 

1,153 

56,362 

119 

Georgia 

23,405 

8,180 

58 

7,859 

6.059 

1,087 

23,342 

162 

Hawaii . 

146 

83 

0 

49 

13 

2 

146 

0 

Idaho 

3,790 

984 

351 

1,202 

1,130 

124 

3,779 

0 

Illinois  . 

67,537 

15,806 

772 

28,711 

6,536 

6,403 

67,103 

9,309 

Indiana 

19,131 

6,791 

255 

6,225 

4,973 

780 

19,034 

108 

Iowa 

5,367 

1,732 

495 

1,464 

1.481 

195 

5,337 

0 

Kansas  . 

5,789 

1,882 

736 

1,752 

1.220 

198 

5,775 

0 

Kentucky . 

9,422 

2,985 

113 

3,359 

2,197 

738 

9,275 

29 

Louisiana  . 

12,832 

4,725 

56 

4.937 

2,361 

398 

12,780 

355 

Maine  . 

2,819 

1.651 

13 

712 

431 

12 

2,792 

0 

Maryland 

16,435 

6,804 

26 

4,890 

3,473 

867 

16,370 

374 

Massachusetts 

44,852 

15,307 

22 

16,710 

3,796 

4,253 

44,729 

4,764 

Michigan 

28  652 

9,380 

107 

10,993 

4,863 

1,787 

28,628 

1,521 

Minnesota 

22,978 

5,536 

438 

10,387 

3,659 

2,293 

22,846 

665 

Mississippi 

5,258 

2,026 

65 

1.658 

1,380 

130 

5,151 

0 

Missouri 

16,339 

6,551 

292 

5,260 

3,005 

1,216 

16,273 

15 

Montana 

1,670 

468 

191 

526 

467 

18 

1,663 

0 

Nebraska 

5,459 

1,242 

1,039 

1,342 

1,556 

280 

5,457 

0 

Nevada 

8.270 

850 

16 

935 

6,418 

50 

8,261 

0 

New  Hampshire 

4.240 

1.340 

1 

854 

2,023 

22 

4,238 

0 

New  Jersey 

44,497 

20,746 

9 

15,599 

6,863 

1,100 

43,909 

181 

New  Mexico 

3,486 

1,660 

98 

934 

710 

84 

3,455 

0 

New  York 

208  292 

46,113 

307 

46,845 

18,833 

12,148 

204,384 

84,047 

North  Carolina 

32,036 

13,202 

153 

11,748 

4,620 

1,870 

32,012 

443 

North  Dakota 

1,493 

473 

206 

414 

369 

31 

1,492 

0 

Ohio  . 

50  036 

15,389 

287 

16,895 

14,833 

2,456 

49,766 

176 

Oklahoma 

7,330 

2,941 

578 

2,314 

1,072 

425 

7,293 

0 

Oregon 

9  424 

2,637 

246 

4,044 

2,029 

468 

9,408 

0 

Pennsylvania 

67.228 

17,931 

119 

29,690 

9,452 

6,502 

66,655 

3,534 

Rhode  Island 

8  961 

3,556 

1 

3,145 

1,092 

1,087 

8,948 

79 

South  Carolina 

8,389 

3,235 

39 

2,846 

2,036 

233 

8,284 

0 

South  Dakota 

15,886 

512 

280 

1,215 

13,767 

113 

15.867 

0 

Tennessee 

14.756 

5,518 

61 

5,186 

3,333 

658 

14.595 

0 

Texas 

69919 

27,176 

1,627 

25,957 

9,482 

3,721 

69,383 

1,956 

Utah 

4,272 

1,575 

74 

1,459 

1,006 

159 

4,255 

0 

Vermont 

1,571 

970 

17 

359 

219 

6 

1,571 

0 

Virginia 

17,538 

7  405 

96 

4,729 

4,782 

509 

17,441 

17 

Washington 

21.460 

7  749 

695 

6,319 

5,065 

1,207 

21,436 

424 

West  Virginia 

5  286 

2.437 

10 

1,228 

1,555 

55 

5,215 

0 

Wisconsin 

10813 

4,131 

205 

3.859 

1,820 

711 

10,804 

86 

Wyoming 

838 

275 

90 

288 

177 

8 

834 

0 

Puerto  Rico 

60 

13 

0 

24 

23 

0 

59 

0 

'  nc i udes  national  and  nonnational  banks  in  the  District  of  Columbia,  all  of  which  are  supervised  by  the  Comptroller  of  the  Currency 
NOTE  Figures  may  not  add  to  totals  due  to  rounding 


152 


Outstanding  balances,  credit  cards  and  related  plans  of  national  banks,  December  31,  1988 

(Dollar  amounts  in  thousands) 


Total 

number 

of 

national 


Credit  cards  and  other 
related  credit  plans 


Number  of 


Outstanding 


All  national  banks 
Alabama 

Alaska  . 

Arizona 

Arkansas  . 

California . 

Colorado 

Connecticut  . 

Delaware 

District  of  Columbia 
Florida . 


banks 

4,353 


national  banks 
2,303 


volume 
$69  747,568 


53 

3 

15 
84 

164 

241 

16 
17 
22 

163 


18 

2 

15 

15 

146 

214 

10 

17 

19 

76 


290  948 
50  674 
805,455 
205,133 
10,730,330 
765,391 
561,007 
16,956,364 
147,506 
2,485,531 


Georgia  , 
Hawaii  ,  . 
Idaho  .  . 
Illinois  . 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine  ,  ,  , 


58 

3 

6 

366 

100 

103 

168 

82 

57 

7 


39 

1 

6 

191 

80 

55 

41 

37 

24 

7 


2,241,652 

3,427 

176,966 

754,298 

998,561 

524.323 

252,706 

183,520 

497.108 

75,552 


Maryland . 

Massachusetts 

Michigan . 

Minnesota 

Mississippi 

Missouri 

Montana 

Nebraska  . 

Nevada 

New  Hampshire 


26 

40 

83 

161 

27 

95 

57 

112 

7 

17 


18 

31 
58 

109 

10 

56 

32 
47 

5 

12 


1,837,153 

1,124,907 

1,389,749 

672,010 

110,819 

332,189 

40,622 

801,980 

5,896,923 

1,537,321 


New  Jersey 
New  Mexico 
New  York  . 
North  Carolina 
North  Dakota 

Ohio . 

Oklahoma 

Oregon  . 

Pennsylvania 
Rhode  Island 


61 

41 

104 

15 

29 

135 

198 

8 

162 

5 


43 

13 
66 

14 
11 

101 

72 

7 

78 

4 


704,781 
190,981 
3.695,169 
969,906 
58,751 
3.487,773 
44.416 
651,167 
766,503 
326  674 


South  Carolina 
South  Dakota 
Tennessee 

Texas . 

Utah . 

Vermont . 

Virginia  . 

Washington 
West  Virginia 
Wisconsin  .  . . 


26 

23 
51 

804 

7 

12 

53 

24 
92 

114 


19 

8 

23 
244 

4 

5 

24 
14 
29 

104 


330,528 

905,802 

691,531 

287,268 

193.302 

42,169 

1,205,478 

2,000.769 

93,015 

634,631 


Wyoming 

Puerto  Rico . . ] _ 

District  of  Columbia— all*  _ ^ _ 

•Includes  the  nonnational  bank  in  the  District  of  Columbia  which  is  supervised  by  the  Comptroller 


27 

1 

20 


8  403 
8,032 


147,900 


of  the  Currency 
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National  banks  engaged  in  lease  financing,  December  31,  1988 

(Dollar  amounts  in  thousands) 


All  national  banks 

Alabama 

Alaska 

Arizona 

Arkansas 

California 

Colorado 

Connecticut 

Delaware 

District  of  Columbia 
Florida 

Georgia 

Hawaii . 

Idaho 

Illinois 

Indiana 

Iowa 

Kansas 

Kentucky 

Louisiana 

Maine 

Maryland 

Massachusetts 

Michigan . 

Minnesota 

Mississippi 

Missouri . 

Montana 

Nebraska 

Nevada 

New  Hampshire 

New  Jersey 
New  Mexico 
New  York 
North  Carolina 
North  Dakota 
Ohio 

Oklahoma 
Oregon 
Pennsylvania 
Rhode  Island 

South  Carolina 

South  Dakota 

Tennessee 

Texas 

Utah 

Vermont 

Virginia 

Washington 

West  Virginia 

Wisconsin 

Wyoming 

Puerto  Rico 

District  of  Columbia — all 


Total  number 

Number  of  banks 

Amounts  of  lease 

of  national 

engaged  m  lease 

financing  at 

banks 

financing 

domestic  offices 

4.353 

998 

$24,366,900 

53 

5 

67,553 

3 

1 

14,144 

15 

5 

322,086 

84 

26 

13,623 

164 

51 

4,414.629 

241 

79 

134,536 

16 

1 

224 

17 

2 

72,341 

22 

6 

58,502 

163 

25 

315,418 

58 

11 

477,780 

3 

1 

1,636 

6 

3 

72,177 

366 

89 

222,038 

100 

44 

392,905 

103 

15 

8,857 

168 

35 

31,012 

82 

26 

187,862 

57 

11 

30,271 

7 

2 

5,756 

26 

6 

489,174 

40 

15 

2,863,626 

83 

21 

409,817 

161 

72 

265,946 

27 

3 

2,229 

95 

23 

188,031 

57 

10 

978 

112 

30 

65,677 

7 

2 

6,537 

17 

4 

9,247 

61 

15 

284,084 

41 

12 

14,852 

104 

21 

6,111,450 

15 

6 

1,034,013 

29 

13 

8,610 

135 

63 

1,414,028 

198 

46 

10,299 

8 

3 

243,262 

162 

32 

1,836,941 

5 

2 

1,010,441 

26 

6 

77,476 

23 

7 

4,497 

51 

14 

127,608 

804 

65 

399,460 

7 

5 

113,289 

12 

1 

1,743 

53 

7 

126,972 

24 

8 

232,352 

92 

7 

2,782 

114 

36 

167,693 

34 

5 

436 

1 

0 

0 

23 

6 

58,502 

'Includes  the  nonnational  bank  in  the  District  of  Columbia  which  is  supervised  by  the  Comptroller  of  the  Currency 
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Office  of  the  Comptroller  of  the  Currency  —  Financial  Statements 

December  31 ,  1988 


Balance  Sheets 


Assets 


Current  assets: 

Cash  . 

Receivables: 

Travel  advances  . 

Accounts  receivable . 

Accrued  interest  . 

Total  receivables . 

Investment  securities  . 

Prepaid  expenses  and  other  assets  . 

Total  current  assets  . 

Investment  securities,  long  term  . 

Other  non-current  assets . 

Fixed  assets  and  leasehold  improvements: 

Furniture,  equipment  and  software  . 

Leasehold  improvements  . 

Less  accumulated  depreciation  and  amortization 
Net  fixed  assets  and  leasehold  improvements 
Total  assets  . 


Liabilities  and  Comptroller’s  Equity 

Current  liabilities: 

Accounts  payable  and  accrued  expenses  . 

Accrued  travel  and  salaries  . 

Total  current  liabilities  . 

Long-term  liabilities: 

Accumulated  annual  leave  . 

Total  liabilities  . 

Comptroller’s  equity: 

Unrestricted  . 

Total  liabilities  and  equity  . 

See  accompanying  notes  to  financial  statements. 


December  31 


1988 

1987 

$  1,123,166 

$ 

3,699,743 

794,967 

2,194,443 

970,771 

830,354 

2,111,356 

805,650 

3,960,181 

3,747,360 

61,301,145 

1,754,106 

51,727,557 

658,386 

68,138,598 

59,833,046 

11,699,213 

100,000 

26,901,567 

•150,000 

19,266,113 

16,759,233 

18,213,741 

15,342,518 

36,025,346 

17,545,325 

33,556,259 

14,580,793 

18,480,021 

18,975,466 

$98,417,832 

$105,860,079 

$  8,433,999 
6,773,771 

$ 

16,292,030 

5,185,396 

15,207,770 

21,477,426 

10,362,356 

9,503,948 

25,570,126 

30.981,374 

72,847,706 

74,878,705 

$98,417,832 

$105,860,079 
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Office  of  the  Comptroller  of  the  Currency  —  Financial  Statements 

December  31,  1988 


Statements  of  Revenue,  Expenses  and  Changes  in  Comptroller’s  Equity 

Years  ended  December  31 
1988  1987 


Revenue: 

Semiannual  assessments  . 

Examinations  and  investigations  . 

Investment  income  . 

Publication  sales  . 

Other  . 

Total  revenue  . 

Expenses: 

Salaries  and  benefits  . 

Office  space  costs  . 

Travel . 

Automated  services  . 

Communications  . 

Office  equipment  and  furniture  . 

Relocation . 

Outside  services  . 

Office  supplies,  materials  and  services  . 

Training  . 

Printing  and  graphics . 

Conference . 

Total  expenses  . 

Excess  (deficiency)  of  revenue  over  expenses  . 

Comptroller's  equity  at  beginning  of  year  . 

Comptroller's  equity  at  end  of  year  . 

See  accompanying  notes  to  financial  statements. 


$192,437,031 

13,227,640 

8,019,425 

1,234,199 

141,690 

$188,846,444 

11,953,828 

7,920,791 

426,283 

232,524 

215,059,985 

209,379,870 

154,197,937 

138,974,257 

17,986,948 

14,807,129 

16,697,984 

17,188,475 

8,664,922 

13,070,981 

4,852,385 

5,238,182 

4,039,598 

5,905,391 

2,533,734 

2,681,883 

2,316,007 

1,467,439 

2,191,570 

1,940,547 

1,692,083 

2,110,418 

1,364,474 

998,419 

553,342 

699,736 

217,090,984 

205,082,857 

(2,030,999) 

4,297,013 

74,878,705 

70,581,692 

$  72,847,706 

$  74,878,705 

Office  of  the  Comptroller  of  the  Currency  —  Financial  Statements 

December  31 ,  1988 


Statements  of  Cash  Flows 


Cash  flows  from  operating  activities: 

Net  income . 

Adjustments  to  reconcile  net  income  to  net 
cash  (used)  provided  by  operating  activities: 

Depreciation,  amortization  and  losses  (gains)  on  disposals 
Increase  in  accounts  receivable,  prepaid  expenses 

and  other  assets  . 

Proceeds  from  lease  termination  agreement . 

Increase  in  accrued  annual  leave  . 

(Decrease)  increase  in  accounts  payable,  accrued 
payroll,  travel,  and  other  liabilities  . 

Net  cash  (used)  provided  by  operating  activities  . 

Cash  flows  from  investing  activities: 

Proceeds  from  sale  of  fixed  assets  . 

Purchase  of  fixed  assets  . 

Proceeds  from  the  sale  of  investment  securities  . 

Purchase  of  investment  securities  . 

Net  cash  provided  (used)  in  investing  activities  . 

Net  increase  (decrease)  in  cash  . 

Cash  balance,  beginning  of  year  . 

Cash  balance,  end  of  year  . 

See  accompanying  notes  to  financial  statements. 


Years  ended  December  31 


1988 


$(2,030,999) 


2,930,547 

(1,308.541) 

50,000 

858,408 

(6,269,656) 

(5,770,241) 


15,050 

(2,790,298) 

221,305,346 

(215,336,434) 

3,193,664 

(2,576,577) 

3,699,743 

$  1,123,166 


1987 


$  4,297,013 


2,873,684 

(789,973) 

50,000 

619,111 

11,326,091 

18,375,926 


54,212 

(6,060,516) 

235,512,668 

(245,194,681) 

(15,688,317) 

2,687,609 

1,012,134 

$  3,699,743 
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Office  of  the  Comptroller  of  the  Currency 

December  31 ,  1988 


Notes  to  Financial  Statements,  December  31,  1988  and  1987 


Note  1  —  Organization 

The  Office  of  the  Comptroller  of  the  Currency  (Comp¬ 
troller's  Office)  was  created  by  an  Act  of  Congress  for 
the  purpose  of  establishing  and  regulating  a  national 
banking  system.  The  National  Currency  Act  of  1863, 
rewritten  and  reenacted  as  The  National  Banking  Act  of 
1864,  created  the  Comptroller’s  Office  and  provided 
for  its  supervisory  functions  and  the  chartering  of 
banks. 

No  funds  derived  from  taxes  or  federal  appropriations 
are  allocated  to  or  used  by  the  Comptroller's  Office  in 
any  of  its  operations.  The  revenue  of  the  Comptroller's 
Office  is  derived  principally  from  assessments  and 
fees  paid  by  the  national  banks  and  income  on  invest¬ 
ments  in  U.S.  Government  obligations.  The  Comp¬ 
troller's  Office  is  exempt  from  federal  and  state  income 
taxes. 

Note  2  —  Significant  Accounting  Policies 

The  accounting  policies  of  the  Comptroller’s  Office 
conform  to  generally  accepted  accounting  principles, 
accordingly,  the  financial  statements  are  presented  on 
the  accrual  basis  of  accounting 

Investment  securities  are  U  S.  Treasury  obligations 
stated  at  amortized  cost  which  approximates  market 
value  Premiums  and  discounts  on  investment  securi¬ 
ties  are  amortized  on  a  straight-line  basis  to  maturity. 
For  the  purpose  of  the  statement  of  cash  flows,  the 
Comptroller's  office  does  not  consider  investment  se¬ 
curities  as  cash  equivalents. 

Furniture  and  equipment  are  capitalized  at  cost  less 
accumulated  depreciation  calculated  on  a  straight-line 
basis  over  the  estimated  useful  lives  of  the  assets, 
which  range  from  3  to  10  years  Leasehold  improve¬ 
ments  are  capitalized  at  cost  less  accumulated  amorti¬ 
zation  computed  over  the  terms  of  the  related  leases 
(including  renewal  options)  or  the  estimated  useful 
lives,  whichever  is  shorter.  Expenditures  for  main¬ 
tenance  and  repairs  are  charged  to  earnings  as 
incurred 

Note  3  —  Commitments 

The  Comptroller's  Office  occupies  office  space  in 
Washington  D  C  under  a  lease  agreement  which  pro¬ 


vided  for  an  initial  five-year  term  with  five  consecutive 
five-year  renewal  options.  During  1984,  the  second  of 
these  renewal  options,  expiring  in  1989,  was  ex¬ 
ercised.  In  December  1988,  the  Comptroller’s  Office 
decided  to  not  exercise  the  third  renewal  option  and  to 
relocate  its  Washington,  D.C.  office  space  in  1 991 .  As  a 
result  of  this  decision,  the  Comptroller's  Office  is  nego¬ 
tiating  a  three-year  lease  and  capitalized  leasehold 
improvements  will  be  amortized  over  the  anticipated 
life  of  the  negotiated  lease  resulting  in  additional  an¬ 
nual  expenses  of  $3,300,000  through  1991. 

In  addition,  the  district  and  field  offices  lease  space 
under  agreements  which  expire  at  various  dates 
through  2000.  Minimum  rental  commitments  under 
leases  in  effect  at  December  31,  1988  are  as  follows: 

1989  $  13,406,000 

1990  11,641,000 

1991  11,076,000 

1992  10,801,000 

1993  10,535,000 

1994  and  after  51,291,000 

$108,750,000 


Certain  of  these  leases  provide  that  annual  rentals  may 
be  adjusted  to  provide  for  increases  in  taxes  and  other 
related  expenses.  Total  rental  expense  under  leases 
was  $1 4,91 5,000  and  $1 1 ,820,000  for  the  years  ended 
December  31,  1988  and  1987,  respectively. 

Note  4  —  Retirement  Plans 

The  Comptroller’s  Office  contributes  to  the  Civil  Service 
retirement  plan  and  the  Federal  Employees’  Retirement 
System  administered  by  OPM  for  the  benefit  of  all  its 
eligible  employees.  Contributions  aggregated 
$11,105,000  and  $9,935,000  in  1988  and  1987,  re¬ 
spectively  The  plans  are  participatory,  with  7  percent 
of  salary  being  contributed  by  each  party  for  the  Civil 
Service  retirement  plan.  Under  the  Federal  Employees’ 
Retirement  System,  the  Comptroller’s  Office  con¬ 
tributed  12  86  percent  of  salary  and  the  participating 
employees  contributed  94  percent. 

Additionally,  the  Comptroller’s  Office  contributed  up  to 
5  percent  of  basic  pay  for  participants  in  the  Trust 
Savings  Plan  under  the  Federal  Employees'  Retirement 
System  The  Comptroller's  Office  also  contributes 


Social  Security  and  Medicare  benefits  for  all  eligible 
employees. 

Note  5  —  Contingencies 

Various  banks  in  the  District  of  Columbia  have  depos¬ 
ited  securities  with  the  Comptroller’s  Office  as  col¬ 
lateral  for  those  banks  entering  into  and  administering 
trust  activities.  These  securities,  have  a  par  or  stated 
value  of  $15,865,000,  are  not  assets  of  the  Comp¬ 


troller's  Office  and  accordingly,  are  not  included  in  the 
accompanying  financial  statements 

The  Comptroller’s  Office  is  a  defendant,  together  with 
other  bank  supervisory  agencies  and  other  persons,  in 
litigation  related  to  the  closing  of  certain  national 
banks.  In  the  opinion  of  the  Comptroller’s  legal  staff,  the 
Comptroller’s  Office  will  be  able  to  defend  successfully 
against  these  complaints  and  no  material  liability  is 
expected  to  result  therefrom. 
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Office  of  Government  Services  Telephone  202  296  0800 
1801  K  Street.  N.W 
Washington,  DC  20006 


Price  Waterhouse 


Report  of  Independent  Accountants 


March  17,  1989 
Comptroller  of  the  Currency 

In  our  opinion,  the  accompanying  balance  sheets  and  the  related  statements  of  revenue,  expenses  and  changes  in 
Comptroller's  equity  and  of  cash  flows  present  fairly,  in  all  material  respects,  the  financial  position  of  the  Office  of  the 
Comptroller  of  the  Currency  (Comptroller’s  Office)  at  December  31 , 1 988  and  1 987,  and  the  results  of  its  operations 
and  its  cash  flows  for  the  years  then  ended  in  conformity  with  generally  accepted  accounting  principles.  These 
financial  statements  are  the  responsibility  of  the  Comptroller’s  Office  management;  our  responsibility  is  to  express  an 
opinion  on  these  financial  statements  based  on  our  audits.  We  conducted  our  audits  of  these  statements  in 
accordance  with  generally  accepted  auditing  standards  which  require  that  we  plan  and  perform  the  audit  to  obtain 
reasonable  assurance  about  whether  the  financial  statements  are  free  of  material  misstatement.  An  audit  includes 
examining,  on  a  test  basis,  evidence  supporting  the  amounts  and  disclosures  in  the  financial  statements,  assessing 
the  accounting  principles  used  and  significant  estimates  made  by  management,  and  evaluating  the  overall  financial 
statement  presentation.  We  believe  that  our  audits  provide  a  reasonable  basis  for  the  opinion  expressed  above. 
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